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ABSTRACT

This thesis is an assessment of concerns expressed by
governsent sources regarding the extent and the impact of
current shipbuilding contract escalation coverage. The
reviev encompasses the evolution of the current coverage and
provides an examination of; how and why i+ has come about,
the complexity of the escalation clause, the extent of
coverage and the effects of the curremt clause.

The analysis emphasizes the change in the Navy's
apprcach to escalation coverage that has occurred since
1962. I+ was concluded; that the ship acguisition
environment has influenced the development of <the current
escalation clause, that escalation coverage has becone
progressively more comprehensive and that the use of the
current escalation clause does have some adverse effect on

R +he shipbuilding process.
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I. INIRODUCTION AND DACKGROUND

A. EBACKGROUND

kf Ciscussion with officials iavolved in the United States
Kavy (Navy) ship acquisition process at the systeas command

- level disclosed concern over current contract escalation
h clauses. The concern vas due specifically to the extent of
: coverage and with the complexity of ¢the clause. It vas
é§ suggested, by systems command personnel, that an objective

assessaent of the current escalation coverage be performed.

The author's research indicated that the evolution of
ship acgquisition contractual arrangements and the clauses 1
contained within have been influenced to a large degree by
the environment involved. It became evident to tha2 author
during the research process that the thrse most influential
factors within that environment are, the complex design and
construction process, political forces and the requirement
to build all ships in commercial shipyards.

The acthor'’s research indicated that construction of
Navy ships is a 1long term undertaking which can take
anyvhere from three to seven years depending on the size of
the ship ard the complexity of design. The coaplexity
involved becomes apparent when the regquirement itself is
examined. The ships in gquestio>n must be able to accomodate
sone of the most sophisticated wveapon systeas developed to |
date., They must be able to sperate for sustained periods of —§
¢ime under either conventional or nuclear pover. The sheer
size and operaitonal requirement for some ships provides ‘
sone indication of the complexity entailed. '
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The modern aircraft carrier has to be able to operate a¢
high speeds, launch and recover <the most sophisticated
combatant aircraft in existerce and provide suitable living
and working accomodations for up to six thousand people.
Another example of size as an indication of the coamplexity
of the requirement is ¢the modern fleet ballistic namissile
subsarines. These submarines are almost as 1long as two
football fields, as vide as a c-ity bus is long and are able
to carry and launch 24 long range missiles that weigh up *o
63 tcns each.,

The 1long ters nature and complexity involved in
shipbuilding are discussed because they are deterninants of
risk which directly influences contract type and contract
provisions, Another input to the contraczt risk involved is
the fact that ship design is by its very nature subject %o
continual change.

The author's research indicated that the acquisition of
ships 4involves political ramifications because required
funding has to come about as a result of congressional
legislation. It vas learned that the high cost of ships is
reason for continuous debate and concern over methods of
acquiring thea and requires extensive justification on the
part of <the Navy. A review 5f the United States (U.S.)
Congressional record indicated that the Congress as guardian
of public funds is noramally not in favor of open ended cost-
type shipbuilding contracts. Another very iamportant reason
for political interest is the number of jobs that can be
provided to a particular geographical area. A major
shiptuilder in the U.S. can enmploy thousands of workers.
This can afford shipbuilders a sound political base from
vhich to influence Navy contracts. Other aspects of the
political/congressional process that have a significant




impact on contractual arrangements with the shipbuilders are
the socioeconosic requirements mandated by <federal law.
These requireaments are very often implemented by aeans of
Government contracts.,

The initial research efforts found that the third factor
that has influenced contractnal arrangements is the lack of
alternative <construction facilities. Regarding the
construction of Navy ships, the accepted practice is that it
be performed in commercial shipyards. Because of this the
Navy has allowed its inhouse capability to design and build
ships to deteriorate causing the Governm2nt to have limited
flexibility in cases wvhere there are disagreements with
shipkuilders over contract <costs, delivery schedules,
specifications or clauses. This situation can be a
difficult one for the Navy especially when “he goals and the
requirements of the parties are considered. The author's
research indicates that the Navy is constantly constrained
by the urgency of acquiring ships to provide for the defense
of the country. The major shipbuilders on <¢the other hand
are not so constrained and are concerned primarily with cash
flov and profits.

Mot her difficult aspect of buying ships commercially is
that the Navy is required to obligate shipbuilding <funds
appropriated by Congress in a timely fashion. Contractors
knowing this, can stretch sut negotiations in . pursuit of
higher prices and more favorable contract provisions. It is
also important to note that <the wmajority of the mador
shipbuilder's business is with the Navy because coamercial
ship construction has migrated to foreign yards. A
situation has resulted vhere the Navy and <the shipbuilders
have little alternative but to 1eal with aach other. It is
*he author's opinion ¢that due to the urgency of ¢the
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requirement and the lafgeness of the business entities
involved in sﬂipbuilding the Navy is at a disadvantage in
the acquisition process and must make contractual
concessions to acquire ships.

This brief discussion of the important factors <hat
influence the ship acquisition process is necessary prior to
an evaluatiorn of the use of a current contract provision
such as the Escalation clause. As statel before the reason
is that these factors influence the kind of contractual
arrangemaent the Navy sust enter into with private
shipbuilders to acquire ships. The arrangemen* is the
result of the contract <¢type and <the termas and conditions

e

e

o

e

that make up the contract. Prior %0 a discussion of a
particualr provision contained in shipbuilding contracts
such as the escalation clause, it is also necessary ¢to
understand the type of contract in use tolay.

u . There are two basic contract types used for the

acquisition of ships by the Navy. They are the fixed price
type and the cost type. The m2 jor difference betveen these
tvo types of contracts is the allocation of cost risk to the
parties to the contract. The fixed price type of contract
provides for the assumption of the majority of the cost risk
", by the contractor vhereby the cost type contract allocates
the assuapticn of the wmajority of the risk to the
Governsent. A study prepared by the Assistant Secretary of
*he Navy {Ref.1])] indicates +that nmost shipbuilders would
favor a cost type contract vhen there is a high degree of
risk involved.

o) ¢ RRd AT
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i There is some merit associated with this considering the
E tisks associated with Navy shipbuilding due <*o length of
. construction, complexity of design vhich is subject ¢to
E constant change and the existence of federally sandated
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requirements. The Navy on the other hand has generally
advocated the use of the fixed price type of contract %o
acquire ships. There is merit to this argument which
emaphasizes keeping costs down, providing 4incentive for
effective management, incentivizing timely delivery and
aiding in the process of budgeting and managing appropriated
funds. Arquments for either position can be convincing and
therein lies a problem of devising a contractual arrangemen+
to accomodate the desires and needs of both the shipbuilder
and the Navy. Interviews with Navy heaigquarters personnel
indicated that ships acquired by the Navy are being built
under a fixed price type contract. There are som2 ships,
hovwever, heinq built under cost type contracts. These are
normally <the first ship of a new class because it is
considered more equitable £for the shipbuilders given <+he
complexities and unknowns affilia*ed with a new class of
ships. This is significant in that it is an indication of a
shift in thinking regarding *he allocation of cost risk
under Navy shipbuilding contracts. The cost *ype contract
allows the shipbuilder to shift almost all the cost risk
associated with ship construction <to the Governament. This
kind of contracting is at <the opposit2 end of the risk
spectrum from the Pirm Pixed Price (FFP) contract. It vas
deterained through interviews with systems command personnel
+that at one time the PPP contract was considered the most
effecient and effective way to buy ships.

Contracts used for <the acquisition of ships other than
the leadship of the class are of the fixed price type and
are called Fixed Price Incentive Pee With Economic Price
Adjustmeat contracts (FPPI/Escalation). Appendix A was taken
froa the DOD Incentive Contracting Guide, [Ref. 2] and
provides a brief discussion of this type contract. The
development of <this form of £ixed price contracts is

1
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significant because it has allowed the Navy to acquire ships
and at the same time accomodate <the deaands of concerned
Navy personnel, the congress and the shipbuilders.

The PPI/BEscalation contract has allowed <the Navy ¢to
satisfy elements within its organization that have shown
extreme concern over the use of cost ¢type contracts. The
FPI/Escalation contract is also advantageous politically in
that it keeps the Navy from having to tell the taxpayer and
the Cong-ess that very costly items are being bought from
industry under cost ¢type arrangeaents. This kind of
contract is advantageous to shipbuilders because it shitf<¢s
mach of ¢the cost risk associated with the 1length of
construction and the coaplexicty of design to the
Government.,

The significance of this contractual arrangement is that
althcugh it is of the fixed price variety it represents a
substantial shift toward risk sharing f2atures of a cost
type arrangement. The specific features >f this contractual
arrangem2nt are *he escalation clause, the incentive sharing
provisions and the ceiling price provision, These
provisions have evolved in some cases to the point where the
contract has literally become cost type in nature. I+t is
necessary to have some understanding of contract type
because the author's research indicates that i+ has had an
influence on the development of <+he current escalation
clause.

B. OBJECTIVE/SCOPE

It is the objective of this thesis to depict how and why

+he current method of escalation coverajs has come about,
vhy <the <clause is so complex, if ths2 clause provides
excessive coverage and if the <clause is having an adverse

12
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impact on the shipbuilding process. It is intended <hat an
assessment of this type will allov <those involved 4in the
acquisition process an opportunity to make a determinatioan
of future action concerning shipbuilding contract escalation
provisions,

The scope of +he <*hesis will be to demonstrate the
escalation clause in the ship acquisition environment,
describe shipbuilding contracts and the evolution and
provide an analysis of current escala-ion provisions.
Particular emphasis is placed on the transi+ion from a fixed
expenditure phasing type escalation clause to an actual
expenditure phasing type clause.

The paper is not an atteapt to show that either <the
shipktuilder or <the Navy is right or wrong regarding
contractual arrangements and particularly <the escalation
clause. It is an attemapt to provide the opportuni+y to look
objectively at shipbuilding contract ascalation coverage.
In revieving the current shipbuilding escalation provisions
it is necessary ¢to understand that it is the product of an
ongoing process that has been in progresss since the pre
World War 1II period. The author has selected the period
from 1962 until <+he present as the period of significance.
It is also necessary ¢o keep in =mind <+hat the current
escalation prevision is the result of the efforts of two
very large and poverful entities, namely the United States
Governaent (Governsment) and the corporate organiza*ions %ha+
own the shipbuilder.

C. BEETHODOLOGY

The approach <o <the problem will be one utilizing
content analysis, informal interviews, 2a literature search
and personal experience. The interviews were conducted with

13
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individuals at the Navy headquarters 1level and field
activities who vere knowledgeable in the Navy ship
acquisition process. The individuals include those working
with major ship acquisition prograams, contracting personnel
and Department of Defense (DOD) auditors. The author's
experience includes assignments with <two major shipbuilding
acquisiton programs and with the claims group established by
the ©Navy in 1976 ¢to aid in settling major shipbuilding
claiass.

D. THESIS ORGANIZATION

The firs+ chapter provides information concerning <+he
environment that influences the acquisition process. It
also provides some background information concerning <the
contractual arrangements with major shipbuilders. It is
intended that the results of research in these ¢two areas
vill provide the basis for determining how and why <the
current escalation clause has evolved to what it is *oday.

Chapter II will explain <the purpose of escalation
clauses, It will provide some understanding of the basic
operation of escalation clauses used in contracts for Navy
ships. Prior to going to Chapter III and reviewing
developments in escalation coverage over the recent past
(1962 - 1982) some historical background will be provided.
This chapter is intended to help the reader understand how
these clauses started,vhat their purpos2 is and how <they
operate,

Chapter III will provide an in depth review and
coaparison of the significant changes in a2scalation coverage
over the past 20 years. I+t was during this period that a
drastic change in the wvay the Navy provided escalation
coverage came abou%t, and that the concept 9f reimbursing %he

16
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contractor for almost all of the effects of intlation was to
occur. It is intended that the research 2ffort ir this area
vill answer questions pertaining <to ¢the increase in
conplexi<y and the amount of coverage provided. The effort
vill also provide more of the answer to the question of how
and why “he current clause got to be as it is today.

Chap<er IV will analyze the effects of <the transition
from the 1962 escalation clause to the 1975 clause. The
analysis will deteralne the desireable 2and undesireable
effects of the transition.

Chapter V will provide a summary and conclusion of the

research and analysis. The author will provigde
recosmendations concerning future shipbuilding contract
escalation coverage.

E
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IT. SHIRBUILDING ESCALATION CLAUSES

A. INTRODUCTION

Prior to an analysis of the current shipbuilding
escalation clause it is necessary to have a general
understanding of the purpose of escalation clauses, how “hey \
operate and their historical development. The historical
aspect of Chapter 1I will be up through the development of
the Navy's 1975 Standard BEscalation clause. Chapter IIIX
vill analyze ¢the developments in escalation coverage froma
1962 through the present.

B. PURPOSE OF CLAUSES

QI PP S LI A e~ LIS

The term "“escalation" is used here t> describe the pos<:
contract avard cost increases incurred as a result of higher
labor and wmaterial costs in <the shipbuilding industry.
Stated another vay, <the tera is used to 1aescribe the impact
of inflation on contract costs during the period of ship
construction.

Escalation provisions are includel in shipbuilding
contracts for Navy ships ¢ alleviate <+*he effects of
inflation on the contractor's labor and material costs. The
Defense Acquisition Regulation (DAR) {Ref. 3], 4indicates
that there may be Economic Price A justaen“s to fixed-price
type contrac:s, "vhen the contracting officer deteraines
that price adjustaent provisions are necessary...to protect
the contractor and ¢the Government against significant
econcaic fluctuations in labor or material costs..."[Ref.
3. The HNavy currently uses a Cos®t Index Nethod of
providing escalation coverage which, according to the DAR,

16
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is "designed to ainimize contingency pricing", and is
recosmended when:

1. There will be an extended period of gerforlance with
significant costs to be incurred beyond one year after
coamencenent of con‘ract perofrmance.

O R h Ak i
PR

2. The contract amount subijecet t> adjustment is
guhstanti&i. ] ]

Tt S s S P g L M PN
Pi1ca 28 Raeatat pRovIlbns SLRFITFYTS ADeent scononic
BEscalation provisions are only applicable to fixed-price
type contrac:s. Cost <type con tracts do not require
escalation coverage due to the fact <that the Government
assuses the majority of the cost risk and is comamitted to
reintursing a contractor ¢for all allowvable and allocable
costs., Support for the current use of the Cost Index Nethod
of econoaic price adjustment is that it is <thought ¢to
minisize contingency pricing by requiring shipbuilders ¢to
. subait their price proposals in Base Month dollars. Under
this kind of clause, payments of the basic con*ract cost
(basic Costs) are made periodically, are based on physical
progress with an adjustable billing base, and are calculated
in PBase NMonth dollars, The payaent »>f escalation is
calculated separately on the basis of an agreed to index and
on the actual incurred costs.

The intent of the escalation provisions currently used
ip Navy shipbuilding contracts is ¢to consider the long tera
aspects and complexity involved in the process, +5 remain
vithin the DAR provisions, but accomodate the shipbuilding
process and provide an arrangeaent whereby the shipbuilder
is agproximately compensated for inflationary effects. The
author's research indicates that the amschanics of this kind
of clause are intended to recognize the fact that the
shipbuilder maintains some control over the degree to which
his costs are affected by inflation.

17
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C. OPERATION OPFP CLAUSES

The operation of the Cost Index Method of economic price
adjustmeat currently used in Navy shipbuilding contracts
requires a labor and material index. The material index
used is termed the Material 1Index for Steel Vessel
Contracts. It is made up of the elementary Bureau of Labor
Statistics material indexes £or Iron and Steel, General
Purpcse Machinery and Plectrizcal Machinery arnd Egquipment
[Ref. 4. This material index has been criticized because
it does 10t include inputs for many of the other materials
that go into <the construction of a ship. The author's
research effort indicated <that the advantage of this index
is its simaplicity in that the use of a fev elements that are
very familiar to the shipbuilding industry provides for
increased predictability which is of primary iamportance in
the pricing of long ters shipbui lding contracts. Increased
predictability is significant in that shipbuilders generally
approach pricing by fully forvard pricing the anticipated
contract and subtracting cut an estimate 5f escalation to be
recovered under the escalation clause. The more predictable
the estinmate of escalation the less opportunity there is for
overpricing or underpricing the contract.

The labor index used to facilitate current shipbuilding
escalation provisions is <the Index of Average Hourly
Barnings for Steel Vessel Contracts. This index |is
claculated for the Navy by the Bureau of Labor Statistics
and published monthly. It is based on labor data inputs of
straight-time hourly vages fros 17 private shipyards. This
input is voluntarily submitted and does not include shift
differentials, overtiae premiums, or holiday preaiuas.
Pirst-line supervisory vages are reported as direct labor.

18
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The escalation paysent calculation (greatly simplified)
for a s=monthly period ander current Navy shipbuilding
contract provisions is as shown in BExhibit II-1. It vas
taken from NAVSEA data.

Bxhibit II-1
SINPLIFIED ESCALATION CALCULATION

There can be some variation in this calculation depending on
the desire to arrive initially at either the escalation
costs or the base contract costs. ‘ |

The escalation calculation is intended to be carried out
in three operations, treating direct labosr costs, nmaterial
costs and indirect costs separately due to differences in
applicalble index and/or fraction of costs covered by the
escalation provisions. Monthly escalation payments,
calculated as noted, are paid throughou: the life of the
contract subject to delivery constrained limiting dates and
to limiting dollar amounts. Escalation payments are not
sade on incurred costs which exceed ¢the contract ceiling
price identified 4in the incentive sharing agreeament. The
current escalation provisions provile for frequent
reinkurseaent of cost increases incurred as lohq as they are
2 within the agreed upon dollar 1linmits. The provisions also
% provide for paysent of escalation outside ¢the contract
q incentive pricing arrangesent. By aeans of the Payaments
clause, payment of the basic contract price is made on a
percentage of completion basis.
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In suammary the escalation clause is to protect the
Government and shipbuilder against sconoaic fluctuations and
to eliminate contingency pricing. The operation of current
clauses are based on labor and material indices derived fros
BLS data applied to shipbuilders costs ¢to deteramine his
increase or decrease in expected costs due to inflation.
This is an overview of current escalation provisions. A
sore in depth analysis will be provided in chapter II under
the heading cf the 1975 standard clause.

D. HISTORICAL PERSPECTIVE

The escalation clause that is currently being used in
major Navy shipbuilding contracts has its basis in the fact
that escalation payments are computsd using the contractor's
actual incurred costs. It is the result of a clause that
vas devised in 1975 by the Navy wvhich has undergone constant
revigion. The author's research indicates <*hat this
revigion has been as a result of ¢the demands of
shiptuilders, and in keeping with the Navy's apparent policy
of in fact relieving the shipbuilders of as wmuch of <+he
business risk of inflation during ship construction as is
possible.

T s

There |is one other prisary shipbuilding contract
escalation clause that has been used by the Navy during the
pericd of the last 20 years vwhich is the Fixed Curve Clause
devised in 1962. The operation of <¢this clause is based on
the premise of a fixed baseline 1in teras of cost subject *“o
escalation ard the “ise phasing of those costs.

It is interesting to note that the Fixed Curve clause
vas developed during a period vhen the Navy was buying ships
on a Pixed-Price basis, After the Navy determined that it
vas sore prudent <¢o ingtitute a new concept of contracting
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for ships in the form of Pixed Price Incentive (FPI)
contracts, it became necessary to eventually modify the 1962
escalation clause. PPI contracting for ship construction
came into being in the 1960s ani wvas vieved as a less rigid
form vith a shifting of the assumption of some cost risk
froa the shipbuilder *o the Governaent. The Pixed Curve
escalation clause (1962) continued to be used in PPI
contracts until 1975 when the Actual Cost clause (1975) vas
developed. This clause vas definitely less rigid than the
1962 clause and very much in keeping with the shifting of
risk concept embodied in the FPI contract. Research
indicates that this occurred as a result of factors such as
product cosplexity and business pressure.

A literature search conducted by *“he author revealed
that escalation provisions currently used in shipbuilding
contracts are a by-product of certain types of price
redeteraination provisions that were used prior to World War
II. nprice redeteraination" provisions vere normally used
in cecntracts vhere the Gecvernment amight have reason to think
that the contractor's proposed price vas unreasonably high
and wanted to make provision for downward crepricing based on
contractor submitted cost data for partial completion of the
contract.

It vas during the 1939-1981 time fraame that the Navy
began using escalation clauses in all o>f its contracts %o
deal with the increasing problea of inflation, The initial
kind vas a 1labor and saterial index clauss. This type of
clause provided for a percentage of changes in specified
labor and material indices to be applied to a contractor's
actual expenditures. This approach to escalation recovery
is conceptually very similar to current shipbuilding
escalation provisions whereby recovery is based on actual

21




incurred costs. The literature on this subject indicates
that there was concern over <the us2 of the actual
expenditure basis of escalation recovery in that it was
allowing an increase of costs on an increase already
contained in the contractor's actual expenditures.

After World War II the Navy devised <*wo escalation
clauses in an attempt to accomodate contractor's demands for
protection against rising costs. One clause was for labor,
and upon completion of the contract provided for a sne time
escalation of direct labor, based on ajreed estimates of
average hourly wvage rates and total hours of 1labor. The
other clause dealt with wmaterial escalation costs in the
same manner, on the basis of agreed to estimates of
quantities and prices of rav materials. In both clauses *he
price adjustment was constrained by a fixed dollar ceiling.
These clauses vwere eventually wmodified <=0 provide for
downward as well as upward price adjustment which is still a
viable <concept in current shipbuilding escalation
provisions.

In 1956 the Navy began using a somewhat different
approach to escalation coverage in shipbuilding contracts.
A nevw clause wvas devised vhich provided for a  dollar for
dollar reisbursesent on subcontracts ani a amaterial index
for use in escalation recovery on rav materials cost. A
regicnal 1labor index was used in determining escalation
recovery on direct and indirect costs. In 1959 this clause
vas revised <¢o use a material index developed by ¢the Navy
and the Maritime Administration for all sscalation recovery
on all wmaterial costs, el iminating the pass thru
reimtursement type coverage for subcontract costs.

'
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In 1962, a standard shipbuilding contract escalation
clause vas devised by the Navy. The ragional labor index
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used in the 1959 clause vas replaced with a national labor
index that vas originally based on the average straight ¢ime
hourly earnings of twenty-one selected shipyards. The
material index remained the same as that used in the 1959
clause. The last major conceptual chanjye in shipbuilding
escalation clauses vas in 1975 wvhen the Navy developed the
Actual Cost clause. To Jate, the significant changes
regarding the use of this clause have been in the area of
using separate indices for escalation coverage of certain
costs, direct pass through escalatioa coverage for
governsent caused increasss, and iaproved escalation
coverage past the contract delivery dat2 until the actual
delivery date. ‘

It is interesting to note that the concept of escalation
recovery in the fora of direct pass throughs, appears to
have some precedent in the early years of escalation clause
development. The author's literature search indicates that
it was referred to as autcmatic coverage by the Governaent,
for Government actions that caused labor cost increases that
in turn resulted in contract cost increases. This kind of
coverage was a resul: of actions taken by the Office of
Price Administration regarding the establishment of maximunm
prices and actions taken by the War Labor Board that caused
increases in labor costs. In July of 1944 a clause coamonly
referred to as the "Porrestall" clause vas incorporated into
Navy contracts to eliminate some of the risk associated with
U.S. Governament actions that caused price increases. Under
this clause the contractor had to wvarrant that its contract
price did not contain any contingency allovances for wage
and salary increases or adjustments in other <+terms and
conditions of eaployment. The clause also said that in the
case vhere the contractor vas ordered by a "duly authorized
agency of <the federal government" [Ref, 5] to aake such
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changes in its wages, salaries, or other <*terms and
conditions of employanent as would substantially effect the

cost of perforaming the contract, +he contract price would be
adjusted by mutual agreeament.
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. BE. SUMMARY

In summary, it is helpful ¢to understand the apparent
origins of some of the current concepts of escalation
recovery that are in operation today when trying to 2valua‘e
if their current use is in fact appropriate. The nex*
chapter will be an analysis of recent =2scalation coverage
used in shipbuilding contracts. It will look at only two
clauses and will cover the past 20 years 5f experience.
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III. RECENT SHIPBUILDING ESCALATION CLAUSE

A. INTRODUCTION

This chapter will provide an analysis of +he Navy's
shiptuilding escalation coverage from 1962 through <the
present. There will be two specific clauses involved namely
the Pixed Curve clause (1962)and the Actual Cost clause
(1975) . The/change froa the 1962 clause to the 1975 clause
marks, in the author's opinion, a =major shift in <¢he
philcsophy concerning escalation coverage, The analysis
will aid in understanding why the Navy uses the current fora
of coverage. It will also aid in understanding the kind and
extent of coverage in effect todday <to provide the basis for
an analysis of the possibility of excess coverage. This
chapter will also provide the basis for an analysis of the
conplexi+ty ard adverse impact resulting £from the use of the
current clause.

B. TIXED CURVE CLAUSE (1962)

1. Backgrouynd

In 1962 the Department of Defense 2ncouraged “he use
of incentive contracts. Pigures taken froa D.FP. Pace's text
(Ref., 6] for 1960 indicate tha* 13.1% of all <the Navy's
contracting was in the foram of Pixed Price Incentive (FPI)
contracts. The remaining 86.9 % was in the £ollowing
contract fora:

Pira fixed price 31.9¢%
Pixed price redeteraminable 6.7%
Pixed price escalation 18.6%
Cost reiabursement type contracts 29.7%
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During this period it appears from the statistics that the
Navy was frequently using a fixed-price contracting mode.

In the author's opinion the +times vere more
conducive then than today for the use of fixed-price
contracts in the acquisition of s=hips. There are two major
reascns for this. The first is the fact tha*t in the pas*,
some ships for the Navy were being constructed in Governmen+t
yards, offering an alternative +*o use of private
shiptuilders. The second is that most shipyards had not yet
become owvned by large corpora+iosns that would later prove to
have a strong influence of U,S. Government con‘ract teras
and conditions. The author's research indicated another
factor that should be noted and that is that the economy was
not nearly so inflationary as it was to become in the 1970s.

In 1962 the Navy developed an =scalation clause for
use in shipbuilding contracts commonly referred to as either
the 1962 Standard clause or the Pixed Curve clause. This
clause was developed to proviide approximats protection to
both the Government and shipbuil der against the #{loctuatisxs
of 1labor and wmaterial costs that might occur between
contract bid and delivery, and were outside the control of
the contractor. The clause evolved from ~xperience with ¢he
shipbuilding industry by <the Navy and the MNaritime
Administration. The author determined by way of interviews
vith Navy contracting officials that conceptually ¢the
inception of this clause was influenced by <the fixed-price
contracting that was predominantly used at the *ime. 1It is,
in effect a Pirm Pixed-Price contract escalation clause, in
“hat it employs a fixed baseline in terms of costs subject
t0 escalation and the time phasing of the costs.
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2. Qperation

In the author’s opinion the <clause was not overly
long or complex, it was easy to adainister and the only
unknown at the time of contract awvard was <the Bureau of
Labor index changes that would occur over the coursa of the
contract as a result of changing material and labor costs.
A copy of this clause vhich was taken from a contract for a
Navy replenishment ship (AOR-1) is proviied in Appendix B
for purposes of providing the reader the opportunity *o
become familiar with the operaticn of the provisions.
Attention is directed specifically to paragraphs (b) and (¢)
for gquidance in computing escalation recovery caused by
changes in labor and material costs. Exhibit III-1 is
provided to further assist in understanding the method of
calculating the escalation payment due the shipbuilder under
+his clause. Information derived from NAVSEA data. A sample
computation of labor escalation is provided in Appendix C.

3. [Peatyges

To more fully understand the operation of the Pixed-~

Curve escalation clause a summary, based on the author's

perceptions, of the important features is provided.

a. The bureau of Labor Satistics (BLS) national shipbuilding
index is used as the labor index and a weigh*ed composite
of three BLS vholesale price indices is used as the
material index. The 1labor index is based >5n data
supplied by 17 United States (U0.S.) shipbuilders. The
veights used in the material index are: 1Iron and Steel -
45%, General Purpose Machinery and Equipment - 40 €, and
Blectrical Machinery and Bqui pment - 15€%.

b. The percentages of total costs, made up of labor,
material and overhead costs that vere subject ¢to
escalation are fixed or pre-set at contract awvard.
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AMOURT (1) AMOUNT (2) CONTRACT COST (3)
ESCAIATION = OF INDEX X SUBJECT TO X SUBJECT TO
CHANGE ESCALATION ESCALA?ION
(1) Amount of = _Qurrent_1Index - _Reference Index
index change Reference Index
(2) Amount subject = Pre~-Set PExpenditures per Quarter

to escalation

(3) Contract cost = Specified Percentage of Initial
subject to Target Cost
escalation

Exhibit III-1
ESCALATION CALCULATION (1952)

C. The rates at vhich labor, material and overhead are to be
exper ded are fixed or pre-set at contract award.

d. The original target cost and the escalation multiplier do
not change over the course of the contrac<.

e. Costs that are incurred and due to contract changes are
nct subject to escalation recovery.

f. Bscalation payments are to be made guarterly or on
publication on the indices.

g. Escalation payments are to continue up to the contract
delivery date and no adjustment is to be made for early
or late delivery.

4. 1362 Clause SumBary

Again it should be emphasized that the clause is not
long or coaplex and does not pose an unreasonable
adainistrative burden. There 1is only one unknown (BLS
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indices changes) at contract award which, in the author's
opinion, is an aid to administration and <to the budget
process for escalation funding. The indices used are of a
national nature and encourage the contractor to control
labor and material costs, The clause can aid in
incentivizing a shipbuilder to deliver as close *to contract
delivery as possible. Pinally, it proviles for change work
to be forvard priced, allowing the Navy to knov the full
cost of changes. In summary, the clause does not to any
degree reduce the incentives which the contractor would have
under a Pirm Pixed-Price contract.

C. ACTUAL COST CLAUSE (1975)

1. Backggound

During <the period between the 3avelopment of the
Pixed Curve clause (1962) and a nev clause, developed in
1975, there was change regardirg the type of contract used
for the aégnisition of ships for the Navy. There was also
change taking place in the shipbuilding industry regarding
the cwnership and management of the shipyards. It wvas also
during this period that inflation became severe.

D.P. Pace's text, [Ref. 6], dindicates that during
+he 1960s the PPI contract became the prevalent type of
contract wused for the acquisition of aajor shipbuilding
prograas. Pace goes on ¢to say that DIOD emphasis on the
vider use of this contract form was in reaction to the
extensive use of the Cost Plus Pixed PFee (CPPFPF) contract.
The Navy, on the other hand was moving from the opposite
direction in an attempt <¢o find a less rigid arrangement
than the Pirs Pixed Price contract it was using.

It vas also during this period that the shipbuilding
industry wvas changing its personality. The ownership and
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management cf shipyards in the U.S. was changing from
independent shipyards to major corporate owvwnership. Such
entities as Litton Industries, Tenneco Incorporated, General
Dynasics 1Incorporated, Congoleum Corporation and Ogden
Corpcration became the ovners of such najor shipyards as
Ingalls Shipyard, Newport News Shipbuilding and Drydock Co.,
Electric Boat Division, Bath Iron Works and Avondale
Shipyards, respectively. It is the author's opinion that
with ¢this kind of ownership came 1little shipbuilding
expertise and strong emphasis on the financial aspects of
the tusiness, vith profits being of great iamportance. This
approach to the business of building ships was in contrast
with the emphasis of <the earlier independent shipyard
owners, vhen the actual ship construction wvwas of prime
importance. Jacques S. Gansler, in his book The Defepse
Industry, [Ref. 7], comments on this very issue as follows:
1ii.gn¥oanotggat‘ards :;: cihcemsl ba%a ha ket nigfcagl
It flve’ apact s on_ the over g

ern lana olengatechniques have been intro uce but * e
fact that he new owners are orlentea gr lagocgsetovard

g vhereas g 5 oun
4 pbuiiding Ee%contribute to the friction betveen the
industry and the Navy in the 1970s.

It should be added that wvhat these large corporate entities
lacked in the way of shipbuilding expertise, they made up
for in financial and legal ability. They vere also most
adept at using *he political arena to their advantage in
conducting business with the Government.

Background on shipbuilding businass activity during
the period leading up to the developament of the Actual Cost
clause is needed to be able to analyze the evolution toward
a nev clause. It wvas learned through interviews with Navy
contracting personnel that during the 1960s there wvas a
major increase in Navy shipbuilding programs. This, in turn
had a 1large iapact on <the business base of <the major
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shipbuilders, in that there was very little commercial
shiptuilding acti:ity available in the U.S.. It was learned
that there was intense competition among the shipbuilders to
obtain the contracts for the new shipbuilding prograas.

It is interesting to note that multi-amillion dollar
claiss vere to be subamitted against <the Navy by a number of
the major shipbuilders as a result of contracts avarded for
ships under these programs. In conjunctisn with these ama jor
cost overruns there wvere numerous late deliveries. Taking
into consideration the large nuaber of contract changes that
are inpherent in this kind of work, it is the author's
opinion that the cost of auch of this work was under-
estipated, and the ability to acquire the numbers of skilled
vorkers to perfora the work was over-estimated by the
shipbuilders. It is important for the reader to be awvare of
this when trying to understand the evolution of shipbuilding
contract escalation provisions.

Host of the literature attributes the development of
the 1975 escalation clause %5 the need to alleviate the
rising costs of shipbuilding that were the direct result of
the "spiraling inflation™ during ¢the 1970s. Upon an
analysis of the 1962 and 1975 clause it is interesting to
note, hovever, that if the ships in question had been built
according to schedule and delivered according to the
contract (excluding the effect of change orders), the Pixed
Curve clause vould have adequately reimbursed the
shiptuilders for the effects of inflation, for the BLS
indices vere constantly changing to accomdodate the rate of
inflation.

It is true <that the inflationary trends <that began
in the =2id 1960s became severe in <the early 1970s. The
spiraling inflation of ¢this time did in fact contribute to

3
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+*he sense of urgency for a revised shipbuilding escalation
? . clause emanating from ¢the Jdiscussions surrounding ¢the
t sassive Navy shipbuilding claias at issue. There vere
demands froa the shipbuilding industry that something be
done about the econoamic instability that wvas contributing to
the higher <than expected costs of building ships for the
Navy. The implications vwere that the 1962 clause was nrot
coapatible with <the PPI contract that had become the
accegted arrangement for acquiring modern warships.

v v—r—r

? In response +¢o the situation, the Navy, in 1975
: deviged an escalation provision that wvas wmore in keeping
vith the PPI contract and would accomodate the desires of

g the shipbuilders. This clause wvas to be referred to as the
F 1975 Standard clause, the Marshall clause or the Actual Cost
; clause. By means of interviews and a reviev of the

% available literature it vas deterained that as was the case
y vith the 1962 clause, it vas developed to provide protection
against 1labor and nmaterial cost fluctuations that aight
occur during ship construction. It differed from the 1962
clause in that protection to be provided the contractor vas
enhanced with the Government assuaing more risk, the tera of
coverage was to be aore cosprehensive and payment wvas to be
more freguent. Conceptually, 4t would be more in keeping
vith the form of contracting where&} the emphasis is on the
Government providing assurance of cost recovery by the
shipbuilder. Again it should be noted that the PPI contract
had recome accepted as the only wvay to acquire ships, other
+han in the case of the lead ship of a class.

2. Qperation

The 1975 clause in coamparison with the 1962 clause
increassed in length and coamplexity. It vas deterained by
means of interviewvs that {¢ Dbecame 210re of a burden

32

e e oa



M e

AN~ SCULILENEEAIGS o Ues 1t 2xbt A

MM B B Snae aa angr .  PRtesacu:

¥y v r ey

=T ey d L SRt N

admninistratively and the number of unknovns at contract
avard increased, aaking the budgeting process more coaplex.
A copy of the Actual Cost (1975) clause taken from an PPG-?7
Class contract is provided as Appendix D. Attention 1is
directed specifically to paragraph (¢) for guidance in
coaputing escalation recovery caused by changes in labor and
material costs. Exhibit III-2 is provided to further assist
in understanding the method of calculating the escalation
payment due the shipbuilder under this clause.I* vas derived
from NAVSEL data. A sample escalation coamputation is
provided in Appendix B.
ACTU

UAL L
ESCAIATION = .ESS% - C Sé X INDEX CHANGE(1)
INCURRED INCURRED

(1) Index Change = Reference Index / Current Index

Exhibit I11-2
ESCALATION COMPUTATION (1975)

3. [PReatures

Again to more fully understand the operation of the

Actual Cost escalation clause a summary based on the

authcr's perceptions of the impor+ant features is provided.

a. Escalation is paid on “he basis of the actual expenditure
phasing of costs, as they are incurred, rather than on
the basis of a pre-established and fixed phasing of
ccsts.

b. Bscalation is paid on the basis of allowable costs
incurzed not to exceed ceiling price rather than on the
fixed basis of the initial target cost.

C. Change orders are included in the escalation coverage
vice being separately forward priced. Bscala*ion
ccverage is to continue through the actual delivery of
the ship being constructed or until the cumulative de-
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escalated costs reach ceiling price. The value of the
BLS indices would remain constant or dacrease for periods
beyond the contract delivery date.

d. Escalation recovery is to be paid %o the shipbuilder
mcnthly on a per ship basis instead of quarterly on a
centract basis as in the past,

4. 1975 Clause SYmRary

Under the Actual Cost clause (1975)used in Navy
shiptuilding contract, escalation is defined as:
ESCAIATION = COSTS INCURRED-BASE COSTS
In essence this clause acts to de-escalate ACTUAL incurred
costs. The clause continues to provide coverage until the
ship delivers or up ¢to the point where the incurred base
costs (COSTS INCURRED = ESCALATION COSTS) reaches ¢the
ceiling price agreed to in the contract. This is a most
significant aspect of this clause in that it is essentially
reinbtursing +he shipbuilder £5r all of its costs up *o
ceiling price. In cases vhere ceiling price is
significantly greater than the target cost involved,
considering the associated risk, the resulting arrangeaent
approaches a cost reiabursement type contract. This is in
contrast with the Pixed Curve clause vhere escalation wvas
computed on the basis of pre-set cost expenditure rates.

In the author's opinion based on experience, ¢two
significant ramifications of this clause are that there is a
lessening of incentive for ¢the shipbuilder to meet the

contract delivery date and there is 1less incentive <+o
perfcra the work in the most cost effective manner froam the

standpoint of the government.
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D. CURRENT CLAUSE

The escalation clause that is being used in soma2 of ¢he
most recently avarded contracts is a modified version of %he
Actual Cost clause (1975). The modifications have been the
result of an evolutionary process that has been in the
direction of shifting more of the cost risk to the
Governament. It attempts to separately identify certain
costs more specifically than the categories of MNaterial,
Labor and Indirect Costs used in the past and apply specific
indices to +these costs for the purpose of deteraining
escalation recovery. Needless to sy, this has added to the
nuaber of variables involved which in turn has contributed
to added difficulty regarding the budgeting process and the
adainistration of <the clause. An exanmple of <the current
clause which was taken from a recent Narvy contract for
. attack submarines is provided as Appendix P for the reader
E interested in the specifics of the provisions entailed. It
& ' also provides some insight into the incrsase in length and
: complexity involved in current shipbuilding <contract
escalation provisions.
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! Faragraphs (C), (D) and (BE) of Appendix P provide a
N detailed 1look at the extent of the separate escalation
{ coverage. A significant aspect of thess provisions aside
& froa the extensive number of specific costs and indices
: involved, are the pass through provisions. The coaputations
r foraula for escalation payments on employee benefits cost
increases and electricity and fuel o0il cost increases
results in paying the shipbuilder for his actual cos*s.
Another change since the 1975 version of the current clause
is tbhat the escalation coverage is to continue for 240 days
beyond the contract delivery date. After the 240 days until
actual delivery the index values remain constant or decrease
for calculation purposes.
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E. SUMMARY

It is the author's opinion based on the analysis that

the changes from the 1962 clause’' to the 1975 clause wvas
. significant in that escalation coverage changed fros being

of a preset nature to being more of an actual reimbursement
".E type si-=uation. Some of the contractar's incentive was
[ compromised by ¢the change 2and there is a strong arguaent
p based on the analysis ¢that the large business entities

.- ~involved can influence contractual arrangments.
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IV. ANALYSIS QF CURRENT COVERAGE

A. INTRODUCTION

The following discussion presants an analysis of the
fallcut or effects of the change from the Pixed Curve clause
(1962) to the Actual Cost clause (1975). The main effect
vas the assumption by the Government of more cost risk which
in turn can adversely effect the intent of the Pixed Price
Incentive (PPI) contract type to perforn as effectively and
effecienzly as possible. There were other effects that will
be discussed such as 1lessening of delivery dincentive,
increased difficulty in budgeting, increased adainistrative
effort, loss of contract change total cost visibility and
increased cpportunity for wind fall profits.

B. TRANSITION PROM THE 1962 TO THE 1975 CLAUSE

The author's research indicates that the Actual Cost
clausge (1975) vas devised to more closely appoximate and
provide compensation for t+he actual impact on costs incurred
under the contract due to economic change. Research by the
authcr indicates that it wvas designed so that <the clause
vould <continue ¢to provide a positive incentive to
shipbuilders to meet contract delivery schedules. In
addition ¢to +he above the ultimate raquirement of the
escalation clause continues to be to eliminate contingency
costs from the contract price with the Government and the
shipbtuilder, sharing to some degree in the risk associated
vwith inflaiton in the aconosy. Bxperts interviewved
indicated the ultimate consequence or escalation coveraga
should bde to reduce the overall contract cost to ¢the
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Governmeat by not paying for costs that may never be
incurred. An analysis of the Pixed Curve clause (1962)
indicates that it exploits the fact that the shipbuilder has
control over the incurring of 1labor and material costs with
regard to guantity and timing. This control can result for
example, through the ordering of materials, negotiating
labor agreements and the d2velopament of construction
schedules.

The scheduling of work is usually referred to as the
phasing aspect of pricing and is critical to determining the
extent to which escalation costs will be incurred. PFrom the
standpoint of overall cost to the Government, it is
advantageous to incurr costs as early in the contract as
possible because the normal course of the ecoromy has been
in the direction of dincreasing prices. The 1962 clause
recogniz2s this and penalizes the shipbuilder (by smeans of
the fixed expenditure mechanism) that does not adhere to an
acceptable schedule but instead perforas work in later, more
expensive time frames. When there is not any rcequired
phasing of costs (as is the case under the 1975 clause)
there is not the same incentive to manage construction
scheduling so as to incurr the least amount of inflationary
cost to the Governament. There is less incentive from the
standpoint of incurring increased escalation costs vhere
specific indices or direct pass through aechanisas are
involved which is the situation with curren* provisions. 1In
effect the Governaent is responsible for paying escalation
costg despite the time franme.

From the above discussion it would appear that there is
some contradiction regarding the accepted iantention of the
1975 clause and the results to wvhich its actual operation is
conduciva. What in fact has happened is that the Governaen*
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has provided a contractual approach for acquiring ships that
is very similar *o a cost reimbursement type contract. This
kind of a contractual arrangement is not conducive <¢o
stimulating the most effecient and effective construction
process from the standpoint of <the Government. The resul+
can be higher costs to the Navy as a resul:t of a contract
clause that was devised to provide for cost savings under
the contract.

C. SPECIFIC UNDESIREABLE EPFECTS

The following analysis involves some of the specific
effects of the change from the 1962 to the 1975 clause. The
topics 1include delivery incentive, budgeting probleams,
administrative burden, change visibility and windfall
profits.

1. Delivery Incentive

The current escalation clause provides full coverage
out to 240 days after the contract delivery date. Upon
reaching <the 240 day point eoscalation coverage <continues
until actual delivery at the current index, but not ¢to
exceed the index in effect at <the post (240 day) deliver
date. This kind of arrangeament does very 1little ¢to
disccurage <+he shipbuilder from not meeting the deslivery
date specified in the contract. Research indicated that the
escalation clause was not devised to be a delivery incen*ive

rovision in shipbuilding contracts and that contract

delivery incentives should be provided separately. The
point to be made is that the current shipbuilding escalation
clause contains a delivery dis-incentivizing aspect that can
have an adverse impact on the overall cost to the
Governaent,
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The author's research shows that negative delivery
incentive offers the shipbuilder business alternatives that
vere not intended to be provided by the clause. The
opportunity to exploit the clause under a particular
contract for business purposes, can come about when there is
either more pressing work in the yard or very little other
vork in <the yarad. When there is very little other work
available the shipbuilder can stretch out the contract work
in order to keep pecple employed and maintain skill levels
in anticipation of future work. The other situation arises
vhen there is more pressing work wvhereby the shipbuilder
stands to suffer financial loss should that work not be
conpleted as scheduled.

In <*the situation discussed above <the business
decision tha*+ will, in the author®s opinisn, most likely be
made will be *o stretch out the delivery of the Navy work
because there is much 1less ©risk of adverse financial
consequences, This is a result of the current escalation
clause providing almost full coverage until actual delivery
depending on the extent of delay. Por clarifica+tior
purpcses the stretchout of the Navy contract delivery comes
about by the shipbuilder removing resources (mannirng,
industrial capability) frcm that contract and applying it +o
more pressing contracts. The result is that the Government
can ke placed in the position of subsidizing commercial work
withcut having any choice in the matter. The undesireable
effect again, ig that because the work is performed in a
later time frame, it is aore costly. Another more long
range effect 1is that late delivery of ships can adversely
impact Navy operational coamitments.
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2. Budgeting Problems

The author's research showed that from a budgeting
standpoint the 1975 clause is more difficult than the 1962
clause, The event of the 1975 clause introduced two new
variables that would impact funding/budgeting. These
variables are the changing base cost and the use of ¢the
actual phasing of costs. The 1962 clause based escalation
computations on the initial target cost of the contract and
on a pre-set time phasing of when these costs were ¢to be
incurred. The 1975 clause bases computations on incurred
coste (which are alwvays increasing) and on the actual
phasing (of which the contractor has some controls). These
two variables contained in +*he 1975 clause =make it nmore
difficult for forcasting escalation costs for budgeting
purposes than under the 1962 clause contaiing less varialble
provisions. The budgeting issue is significan* because it
is necessary for the Navy ¢o have funiing available for
projected escalation costs a+ the time 9f contract award.
If the Navy underestimates <hese costs it must return to
Congress for funding increases which can jeopardize
credability. On the other hangd, should the costs be over
estimated, the Navy will have funds tied wup unnecessarily
and not be serving a useful purpose.

3. Adpipistrative Burden

By way of experience and through interviews it wvas
deterained that from an administrative standpoint the 1975
clause has caused an increase in effort required to manage
escalation payment over that reaquired of the 1962 clause.
The increased effort is a result of more variables including
those noted above as wvwell as ¢the increase in specific
indices that have to be applied to specific costs. The 1962
clause rquired comnputations for only <*wo categories of
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cost, namely labor and material costs. The current edition
of the 1975 clause contains six separate categories of costs
for which individual computations are rejuired. The more
categories of costs involved results in more specific cost
accusulations which require accounting and clerical vwork.
Increased administration effort occurs because of the sheer
complexity and length of the clause in that it requires more
time and effort on ¢the part Of those involved to nerely
understand it. This aspect impacts *hose involved in
negotiating the contract to contain the clause down to those
having to perfora the clerical vork. It also includes those
having to perform budget projectionms. From the standpoint
of having to negotiate coaplex, longtera shipbuilding
contracts, it is not, in the 2athor's opinion, advantageous
to either party involved to have overly complex clauses that
can suddle negotiations and lead to adversarial conditions
in the long run. The Navy's experience has been that the
long run results can be very costly as was the case in the
nassive shipbuilding clain settlements that occurred in the
late 1970s.

4. coptract Change Visibility

The author's experience has shown <that due ¢to the
coaplexity of Navy shipbuilding and <¢to the requirement that
weapcn systems be as amodern as possible <there are numerous
changes to the contract design. The expense involved can be
great and it 4is important that they be 1anaged properly to
best étilize available funding.

From the presentation provided in Chapter III it
follows that under contracts where the 1975 escalation
clause is used changes are priced in base naonth dollars as
is the basic contract. The change base cost and profit are
added to the current contract base cost and profit and are
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provided escalation coverage by means of the escalation
clause. Under contracts containing the 1962 clause,
contract changes were fully forvard pric24 and 4id not cone
under the coverage of <the contract escalation clause.This
provided <the Navy better visibility of the full cost of
changes and more opportunity for effective management of
sane. In the author's opinion not having full visibilicy
tends to aggrevate the budgeting difficulty of projecting
escalation costs for the initial con*ract that was disc.ssed
earlier. It is significant to manage changes properly in
order to avoid situations such as the asassive shipbuilding
claimss that vere settled in the 1late 1970s vhere the Navy
suffered asuch criticisa from industry and <the Congress
concerning contract changes.

S. Hipdfall Profiis

By wvay of an analysis of <¢the data provided
previously and from information provided in a Comptroller
General Report, ([Ref., 8], it wvas determined “hat another
effect of <the 1975 escalation clause is that there exists
the opportunity for <the contractor to earn a profie
vindfall. This can happen because escalation costs are not
considered part of the basic contract costs. To elaborate,
escalation costs are not considered in the computation of
*he contract target cost, target profit, <+arget price or
celling price and are not subject to the contract incentive
pricing provisions. Because of the mechanics of <the
escalation ccmputations, escalation costs are subtracted
froa actual incurred cost to derive the cdosts subject to the
incentive provisions. I+ follows that the more costs the
shipbuilder can incur as escalation costs, ¢the less costs
there vill be that are to be considered as base costs and to
be subject to the incentive sharing provisions. UOnder these
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provisions the situation is such that the shipbuilder gains
. something in profit for cost savings. This situation occurs
vhen the Navy allows escalation to be paid on costs that are
not effected by inflation. An exaaple of such costs are
fizxed subcontracted costs and certain overhead cos*s such as
depreciation, prepaids, rental costs, leases and taxes.

g 6. Profit op Escalation/Ungecoverable Escalation
i There are tvo remaining aspects of the current
g escalation clause that serit discussion. In +he author's

opinion they are undesireable in +hat they increase ¢the
Government's overall «cost liability on shipbuilding
. contracts while reducing the contractor's risk. It should
1 be noted that the aspects in question, namely the paying of
profit on escalation and the allowvance of unrecoverable
escalation in the contractor's contract pricing ar¢ not due
to the mechanics of the 1975 clause as much as they are due
to the approach to escalation coverage that the clause
represents. Even so, a discussion of these issues 1is
considered appropriate.

Concerning the issue of paying profit on escalation
the author's research 3indicates that the Navy is currently
considering projected inflationary costs associated wish
ship construction contracts in the computation of profit.
The interesting aspect ¢to be considered rsegarding escalation
coverage is the amount of profit to be alloved has been
vieved from a business perspective as being commensura<e
with the amount of risk involvead. The current situation
1 with regard to <the Actual Cost Escalation clause is one
3 vhere the Government has assused the majority of the cost
: risk and at the same time is willing to pay increased
‘- profits,
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The other issue mentioned above concerns the fact
that sosme shipbuilders are including in their contract
pricing the expected cost of escalation they feel will not
be recovered through the escalation clause, This is of
course, less than desireable in that ths essence of having
escalation clauses is ¢o eliaminate contingency pricing.
This can result in added costs to the Government, especially
in negotiated procurements where competition is not a
significant factor and the target cost is inflated.

D. DESIREABLE ASPECTS

In the author's opinion the evolution of shipbuilding
contract escalation clauses has produc2d some desireable
effects, Proa the shipbuilders standpoint cost risk has
been readuced substantially. As discussed earlier <¢the
current escalation clause in conjunctisn with the Pixed
Price Incentive contract has provided an arrangement that
fast approaches a Cost Reimbursument type contract. From a
businessman's perspective it would be reasonable to expect

.this kind of arrangement would be desireable considering the

length of the contract and the complexity involved.

The current escalation provision is 3esireable from the
Navy's standpoint primarily because it accomodates all of
the fac-ors <that influence the process and allovs needed
ships <0 be acquired. As noted above t satisfies the
shiptuilders business requiraments and it appears t> pacify
(money continues to be appropriated) the Congress by not
having <o resort to cost <type contracts. The clause can
also aid in enhancing the Navy's image with regard ¢to i¢s
relations vith shipbuilders. The current clause provides
close to actual escalation coverage and the Navy has further
reduced the shipbuilder's cost risk by means of cost like
incentive pricing provisions wvhich means there should be
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less 1likelihood of shipbuilder's claias. This is nmost
advantageous to the Navy. Bxperience has shown that the
claims settleament process can be Jdisruptive to Navy
shipbuilding and extreamely expensive. This was borne out by
the experience gained during ¢the recent claim settlements
vith major shipbuilders. The author's experience and
research indicate that these proceedings consumed many years
of effort from the people vho were otherwise required to be
facilitating nevw shipbuilding acquisition and adainistering
ongoing contracts. A review of the settlements by ¢the
auther shows the costs involved wvere enormous (£1658 for one
major shipbuilder) and involved Public Law 85-804 =money
vhich had ¢to be approved for use by <*¢he Congress on the
basis <hat it wvas required to facilitate the national
defense. It is the author's opinion that it is desireable
to avoid this kind of visibility in that it could convey
mismanagement of public wmonies with <the possibility of
future Navy shipbuilding fundirg being reduced.

E. SUNMARY

The change from the 1962 clause to the 1975 clause was
significant. The Government assumed more cost risk, soae
natural incentivization was coaprosised and <there were
adverse effects including increased complexity. The new
clause aided in amaking for more cost 1like contractual
arrangements but it did enable the Navy <o continue %o
acquire ships.
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V. CONCLUSIONS AND RECOMMENDATIONS

A. INTRODUCTION

The purpose of <the paper was to objectively review the
evolution of the current shipbuilding escalation clause with
the intent of draving some conclusions concerning howv and
vhy the clause developed, the complexity involved, extent of
coverage and its effect. The paper reviewed <the types of
shipbuilding contracts and the important factors that
influence then. The purpose, operation and historical
developaent of escalation coverage was provided. Pinally,
the change in the Navy's approach to escalation coverage
from 1962 to 1982 was analyzed.

B. CORCLUSIONS

The current shipbuilding escalation clause is the result
of an evolutionary process that had its beginning during a
time vhen the Navy vas confronted with *he requireament *“o
obtain ships for a major armed conflict. During the early
histcry of the clause there daveloped concepts such as
paying escalation based on actual cost coaputations as well
as paying escalation on a direct pass thru basis. These are
concepts that are in use today in amajor shipbuilding
prograas.

Pased on the research and analysis of the available data
the author contends <that there are some very basic reasons
vhy ¢the Navy has the kind of escalation clause that s
currently being used. One reason is <+«hat the product,
rasely sodern varships, is inordinately complex and requires
a difficult construction process that md>st of%en spans a
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considerable period of tinme. This construction process is
labor intensive and requires ma jor investment in plant and
equigment. A sscond reason is that the business entities
that control the major shipbuilding cpapacity in the United
States are very large and posess financial streng+*h. They
also posess ample political influence. These entities have
been willing and able to influence contract provisions by
means of neqgotiations and by way of the political forua.
The research indicated the involved business entities
desires the most risk free, highest return kind of
contractual arrangement.

A third reason for the current escalation clause is that
*he Navy has to 4o business with the wmajor shipbuilders.
The research indicated that the requirement for modern
varships is pressing both from the stanipoint of need and
also from the standpoint of the necessity %o spend the
available funding as quickly as possible. If the Navy
cannct agree to terms with major commercial shipbuilders,
there are no alternative means of acquiring ships. The
shiptuil ders are cognizant of the seituation and aze able *o
take advantage of <the situation to press for desired
contractual provisioas. A fourth reason for the curremt
clause is it enables the Navy ¢o continue to use a fixed
price type of contract to accomodate buying a product that
night better lend itself to a cost type of contrac:. Cost
type contracts also tend to be alaraing to the public.

The final reason for the current escalation clause, in
the cpinion of the author, is the mistaken belief that the
shiptuilder overruns <that were incurred during +he recen*
pericd of spiraling 4inflation wvere due solely ¢to <*he
ineffectiveness of the 1962 clause. There was in fac*
spiraling inflation but the operation of the 1962 clause vas
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based on a national index that was to a pre-set phasing of
contractor work agreed to at time of contract signing. This
alloved the shipbuilder to recover escalation paysen:s
comaensurate with the activity in the economy as long as he
built thke ship according to contract schedule.

The clause in the author's opinion has become overly
long ard complex which can be Jdysfunctional f£from the
standpoint of negotiations and adainistration. It also
adversely impacts the budgeting process. The comsplexity has
evolved from the desire to be very specific about the
measuresent of escalation coverage. What began as a process
of trying ¢to provide an estimate of escalation costs has
involved into an attempt at an exacting process using more
individual categories of costs and special indices. The
authecr's research shows that ¢the complexity has been due to
an incremental process that has lent itself to becoming a
situation that is not fully appreciated with regard to the
liability it creates for the Government.

It is the author's opinion that the escalation coverage
provided by the current clause is excessive in that it
provides extensive opportunities for the shipbuilder not to
perfora as efficiently as possible froa the standpoint of
cost to the Navy. By basing computations on actual incurred
costs, extending coverage until actual delivery and
providing special indices, the shipbuilder is assurred ample
escalation coverage throughout construction and is motivated
0 cperate in a manner that is aost beneficial to the
comapany. It is the opinion of <the auth>r *ha¢ ¢the current
escalation clause, in conjunction with <the Pixed Price
Incentive (PPI) type of contract has created an arrangement
that is very much like a cost type of contract. Kenneth R.
Andrevs of the Harvard Business School, _Ref. 9] notes the
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following concerning contract incentive regarding cost type
contracts:
A manufacturer vho plans %o _perform services for the
government under cost-plus-fixed-fee contracts, ¢to cite a
very. limited exaample, feels less need for K a fully
developed cost control system and cgst relg}ed incentives
+han ohe vhcse contracts are governed by a fixed price.

It is the author's opinion this is the situation with regard
to the use of PPI/BEscalation contracts in shipbuilding which
provides <the opportunity for increased costs to +he
Government.

Regarding ¢the current clause's impact, +he author
concludes from the research and analysis the clause is
having some adverse impact on the shipbuilding process.
This has become evident in the form of delivery,
disincentivization, increased difficulty in budgeting,
increased complexity and administration and the opportunity
for increased profits due to5 the extent of escalation
coverage and the mechanics of the shareline. While all
these items are of concern the disincentive to deliver is a
sericus failing in the curren+ clause. Delivery dates are
significant because of Navy o>Sperational requirements and
because they are an important aspect of <the cost and fee
determination that is agreed to> a“ contract award.

The Navy has agreed to pay a specified contract price for a
specified delivery and it is dysfunctional <to 1include
escalation provisions that contain delivery
disincentivization.

The coaments preceeding *his are no*t an attemapt *o
discredit shipbuilders as business entities or to imply
their actions are iammoral or unethical. The point to be
made is it aust be kept in wmind that much of their design
and reason for being is to make a profit and it should be
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expected they will make business decisions accordingly. If
contractual arrangements are such that the opportunity
exists for a contractor to enhance its business situation a<
*he Government's expense and be within the confines of the
sutual agreement (the contrac*) it should be expected it is
going to happen. The current shipbuilding escalation clause
does provide this kind of opportunity which can have an
adverse inmpact on the shipbuilding process, effect
operational requirements and cause incr2ase costs to the
Government.

C. RECOMMENDATIONS

It is recommended ¢this analysis be used as a basis for
furtber study to determine if an alternative to the current
shipbuilding contract escalation clause can be devised. One
alternative would be to eliminate the clause completely by
resorting to a cost ¢type contractual arrangement. At a
sinisum, consideration should be given to the elimination of
¢he disincentivization to contract delivery and to
perfcraing work from the standpoint of the Government in the
most coost effective wvay. It is also recommended that
consideration be given <*o consolidation of the curreat
clause with the intention of lessening its length and
complexi ty.
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APPENDIX A
GUIDE FOR PIXED PRICE INCENTIVE CONTRACTING

Fundamentals of Incentive Contracts

}n essence, nearl all centives take the form of a
sha ng arranqelent, enera y expressed as a_ percentage

Sy or éxample cost sharing formula werfe
negot ate the Governnent vou pay 60 cents, and ¢the
ggg;iggggr ‘40 cents, of every dollar by which actual costs

onyersel for every dollar saved Gover nent wou

ietagn &8 cen!é, ana iRe contractorls b % ee uouig
ncrease by 4 cents. In o+ther uords, over the range o‘
costs where the sharing arrangement is operative,
contractor must look at every dollar he spends as though uo
percent of it were his, Profit or fee is thus tuned td the
contractor's controi of a variable on vhich his management
skills can have a sign ficant ef fect

Under a cost jincentive element the anount of €§°fit the
contractor earns is based on the anount b s actual
costs exceed or are kept below the tar costs. Actual
costs are negot ited o a fixed- r-ce- ncentive contract.
Oonce negotiated final costs are determined, the final profit
or utonatical conputed in accordance with a
shar ng £ornu a already existence.

The Pixed-Price-Incentive Contract

Onder the fix - e centive-firm,K (FPIF tra
the Government Sd ricco%gragtor nqutié or lhe gaiigviné
elesents before avar a:

i target cost éigainst which to neasnr§ final costs,

) tarqet pro reasonable profit for the work at

rfg) cegging Erice {the total dollar amount for which the

overnlent

éi sha gornula (t e arrangement for establishing
nal pro t an price .

After the work gle%e the con ractor and ¢

Government neqotiate costs the c¢ontrac
sharing the overruns or and erruns accordi ng *o the agreed
upon £ornu1a. To illustrate with figures. assume that th
tagqet cost or a intr§Ct rs $100 target g ofit is
$1 8, an e shari formula rs
75 percent (Governnent and 25 percent (contrac*or). Under
the foraula the contractor would keep gercent 2f every
do 3: savea TQ earn a total rofit of therefore

u reduce gStceiiin *ar e* cost. ﬂn

fgnce eie is n? gfof gf‘ ont nue %0
ncreass inde - as the ans nnt o underrun increassd.
converse g ragtor vogld have to overrun *he target
cost to re uce s prof to $8. If he overran by
lOt than 18, he would lose wmoney, since there is no
l%n nl giof t’ guaranteed in this cont rac* type. Regardless
ga c gt to the contractor, he” aust adet the

contractua spec fic * ons, an the Governnent's 1iabili+yo
cannct exceed ng gr ce _of $118, For this reason

2 PIP contrac* shon e used in prefarence ¢o any cost
reiasbtursesent type vhenever circumstances perait.

he
act,
e -
e
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APPENDIX B
AOR-7 CLAUSE (1962)

kARTICLE 8. COMPENSATION ADJUSTMENTS (LABOR AND MATERIAL)

ardless oi the actual changes in the cost of
labor or na erials dur ng, the performance of this contrace,
ad justments in compensa®ion shall be made as provided in
ga'agraphs (b) and (¢) of the Article, sSaid adjustments_are
ased solel on he changes in the Labor Index identified in
parag:ag of <+he Article and +the Material Index
iden ed in paragraph (c) of ¢this Article.
Supg lemental Agreenent entered into pursuan* to this Ar+1cle
l set fort the calculations upon which the adjustgmen+
n ccnpensatlon are nade. For the purposes of this Article
33% ¢cf the Target Cost shall be deemed to cons*itute_the
labor cost subjéct to adjustment and shall bs apportioned as
shown in the "second coluna of Table 1 of paragraph (b
herect. Similarly, 61% of <he Target Cost shall he deenme
to censtitute the material cost subject tQ adjustment and
shall be apportioned as shown in the second coldan of Table
2 of paragraph (c) hereof. No par* of said Tables 1 and_ 2

shall be  revised, unless this contract gartzall
ternlgated and then only as provided in subparagrap (£) (2
of this Article.
by Ad ustl ts in coa ensat o on acgount of chan n

lab é )cos s ai& g ows %or each te*iy
pericd shown n th fzrst coluan o able 1
Baragraph based on the changes in ¢h Nat‘onw*de "Index of

anges in Straight Time Average Houxly Earning for Selectead
Shipyards" (June 1962 = 100) "for steel ship” construction

herein soletiles called the "L abor Index" furnished ¢to
theNaval Shi 8 Systgls COnnand éEd. note: fiow called Naval
Sea Systems Comman ureau of Labor Statistics of
*he United States Departnent of Labor: (1) The Labor Index
for the base aonth of April 1972 shall subtracted froa
the Labor Index for +the quarterly perzod involved,
determined in accogdance with peragri (d; below, arnd *

dlfference compute as a plus or nus figqure as the case

2? The aforesaid difference, whether plus or minus, shall
be divided z the Lavor _Index for the base month and the
resulting quotiernt carried to four decimal places.

(3) r e aforesaid quotient shall be ultiplied by _%he
percentaqe o the Ta:get Cost gset forth Ln the third coluan
of Table i posite the quarterl g ger*od involveqd,
and the result nq ro St carri ed to six decinmal glaces.

é The a oresai uct shall be aultip lied e $(Targe+
ost). The :esultlng amsount shall constztu*e he amount of
the ad ustaent in compensation for the quar*erly period

involy

The amount of “he adjustaent in conpensation shall be
rds or dovnvards depen ing upon whether he difference
he lab oi fes calculate in sub aragrapg (l) above is
Us 0 minus ure, as the case may be, shall be set
b in a Supplelentai Agreement to this contract.

(2 Y X o ~ P
PO W
g =
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TABLE 1
LABOR (33% of Target Cost)

Qtr §aggr Tar‘engost
1 0.4 981
2 0.8 0.3
3 1.2 0.5
: # 1S
: 137 i
8 13:4 5.1
9 17.3 S.7

10 15.6 5.1

11 12.2 4.0

12 4.6 1.5

100.0¢% 33.0%

(g Adjustments in coapensat ion on account of changes in
gpateri costs shall be made for each quarterly period shown
in the first lumn of Table 2 below, based on the changes
in the "Material Index for Naval Shi Systeas Colnand Stea
Vessels Contract® herein sometis s called the ateria
Index", furnished to the Naval Ship Systems Coaman by ¢
ggrg:gog‘ Laktor Statistics of the United States Depar nen*

(1) The uaterial Index for the base aonth of April 1972

shall be 2 ted from the ugtegia% Index_ for

quarterlg er nvolved de te ne n accordance vith
para ov and ha difference computed as a plus
5 llnus :e as the case may be,

(2) Ihe aforesaid dlffe:ence vhether plus or minus, shal

be divided the Material fnde or the base wmonth an
.he resultinq quotient carrzed for our decinal places.

The a foresai guot ent shall be lult g ed by ¢the
i N I T L W L
vgéved, and the resulting pggduct carrieg to sf Ydec mal

S .

The aforesaid groduct shall be nulti ied bz $ (Target
tL The resul ng aaount sha% cons itute e amoQnt
gle adjustnent n éompensation for the guarterly period

ved

he as un* of the adjustment in cougensa*ion shall be
ards_or ovnv rds depending ugon vhether the difference
the labor indices ca culated n subparagraph (1) _ above
a plus or 1nus figure, i case may and shall
s forth a Supplementa Aqreelent to this contract.

S4
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MATERIAL (6?&83§ %argct Cost)

% _QF s or

QTR MATERIAL TARGET COST
1 3. 1.?
2 L S.

3 18.0 11.0
4 20.0 12.2
5 16 .0 9.8
6 11.8 6.7
7 8. 8.9
8 7.0 4.3
9 5.0 3.1
10 3.0 1.8
11 1.0 0.6
12 - -

100.0% 61.0%

(@) Por +he purpose of this Article:

%rst 53 Thg tgirSt Y rte:lg*ge fiowigsl%hgoggggggzvgndgeg
of the contract

e tera
shalf be The targét cost 2 ¢
this con-=ract.

"Tat et C as referred _to herein
f% at the cffective date of

Pg the g oses of computin the amdunt of
%djust ent R CO gen on, the amo nt 2 Target Cost set
of+th para gg (b {8) and g QL sha 1l not be
revise unless con ract is partially ter
then only to the extent provided in pa:agraph (f) (2) of
this Article.

er1dd) sha 31‘%”°’ E“d”itﬁﬁetié§i’i§¥e§§§§: 52%: 3255z

ecipmsal point of the Labor Index or Nate Index, K as the
case na{ sor each of the three aonths coaprising such
quarterly perio

as p:ohiggggingtfgnzgéfggigg o%is Arééglgn gélcggbcogsigg
or materi djust sent rget cost, _ta ot

profist, tarqet pr{ce. ceiling price, or total £inal pr ce
provided for under any other provision of this contract.

£ 1) If this ontr ter inated hol
reasénz éo’conpensat on sﬁcillge la e ungerlghx eiicfe %SZ

% uarterly period bgequent to _the quarterly period
du ing vhich he contract is"terainated.

(2) .In the event that this contract is terninaied in
part, and such partia terlinat on ternm ga eS t coapletion
of one or lore vessels, notvithstanding any othar

Tov sion o this lrtic e ﬁe target cost set forth in

{ he percentaqes of +arget cost set

§§§:gra§ ra t b{a ogn eac hco unnh 'y $1ast
go gga *oéuctg n the nua et Eagesse ss :o beecgnglgtg

nnde: thIs contract:

prondlly, DeESSEd,BRI080:5, 07 emcalaiion shali.de il
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-ent vhen added to +the tota of all gag egts yreviogi z
ufl de he contract, wou net
percent ( Si) of the costs certi fie b{ th e Contrac or on
such invoice +*o have been_incurred performance
of the contract. Upon dellver of the last vessel under

th s cgntract any remajni gg deferred payments
escala on shail, upon subnlss n of invoices. be pronptly

In  *he event that the amount sh own in
pie:cntal Aqreeuen* pursaant to aragraphs é 5 and (c
above gure such aloun shall be de ucted froa
the next nvo ce presented for gaynent under <his
gogfract antil snch amount has been offset or recouped in
ull.

g adjustnegi shall ,be made in *he _target ¢gost,
tarq gr ce, or ce rice on account of upwards or
dovnvar 2 3ent in conggnsat on made in accordap e wi+h
this lr‘ c hence sa ustments are outsi the
incent ptice revision foraula rovided for in Article 8,
"IlC!lTIVE ERICB REVISION (PIRH TARGET)". Accordingly, even
if +he co rice zs exceeded, a ounts gthervise paga ie
to a1e Contrac 0o accordance wvwith ¢th Article hall

continue to be pa

in anl dis utz ariszgg unde his %rticle shall b
Itetl n accordance wifh prov sions o the “DISPUTES
clause of the contract.

the gnmu‘;hs.:!:a‘ 15yl ved *ha ¥ %o °’b2%§e§%%%iéﬁ 3°%8 £RS

0

NAVS by the Bureau of Labdor Statistics he end of the
ens ng. quarter, conponsat on ad ustnents or the qnarterly
cd’i volved g 1 be made based n t e averadge of the
chgngein g ndices for *he reced four quatters for
ces have been coa urnished by the BLS.
vera of changes so ¢ lculated shall be ad ed t0 the
appicgable index fof the immediatel ! preceding qua*terlI
the sul s all oast itute the labor “or materia
ndex for tge quai od nvolved. When an index for
the quarter perio nvo s comp uted and furnished by
BLS,  the Contrai*or *eflect any := uired cqr*ectlons
for’ the guarter Y i invoived submittal for
for the fol oving quarter.

adjustment
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APPENDIX C
SAMPLIE OF COMFUTATION OF LABOR ESCALATION UNDER 1962 CLAUSE

1. PBeflected belov is a sample coamputation of the labor
escalation adjustment for the 6th quarterly period under a
contract containing the 1962 clause. The sample assumes:

%. The date on which the contract was signed is December

b. _The labor percentage specified in paragraph (a) of *he
article is 29%.

c. The base month for labor is Segtelbet 1962,

g§1 9;%e08°ntrQCt target c¢ost stated in ¢the clause is

e. %the labor escalation table specified is as folluws:

Percent qf conttagt

cost sybject to ad-

2ustnent for changes
Petcen% of labor cost n labor cost appor-
Quarterly apportioned to quarterly tioned to quarterly

periocd . period perisd

1

° o o
[IN[VS VY

- ad s b b
WNIWIENNONE b

WA= OO @D ~ I & WIND
NWE £ WWN b b
6o 00080 0
OMOOUNIUNAIN

- b add ad

100% 29.0%

£. . The labor indices  furnished Eg the Bureau of Labo
Statistics for the <three mont coaprising the 6%
quarterly period aze as follow s:

don Index
April 1964 102.0
uaz 1964 102.2
Juhe 1964 102. 4
2. giffsrence between 6th Quarter Labor and Contract Base
Month Index.
Average 6th Quarter Labor Index
Month Index
Apri 964 -
TR PP 18%:9
June 1964 102. 4
Total 306.6
Average 102.2

Increase in 6th Quarter Index over Contract Base Month
Ingex 0 Sthelbgr 1365.

1 DRI T 188:3.
Difference 1.3

57

e W




'

.
.

-
o
.
s
1

- A4

g s an

LA MBS A v

i i s R PR it
B
Yl

3 P BI39S: TS Y0870 15008 Ronth”

Rounded off four decimal places = ,0129
4, Percentage Increase in lLabor Index for the 6
agor P rcentage Increase .0129
th Quarter Allocation x .026
6th Quar<er Ipcreas .0003354
Rounded off sgx gecinal places .000335
§. Dcllgr Adaustlent in Contract Target Cost fo
in the 6th arter.
contract Target Cost $31,972,0
6th Quarter Increase .0003
Collar Adjustment $10,710.6
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APPENDIX D
PPG-7 CLAUSE (1975)

(a) General

he ontrac ri agreed %o the parties reflect
}abog an lateriag gc giovels oBy bg e lontﬁ f&ent
paragra belovw, It is t cipat e
Cont:actor's actua costs for labor an nateri a ; c ange
ftol tho 1 bor and material costs pro e ted on the 3sis of
3 ice lavo s and the a:t es to provi
adjust nt t0 ¢t conpansat act such changes.

e
owovor o ar E s of the actn 1 ch es in the costs o
tna"®9gatecial exp ericnced 4 gg the period o
rfcrnance coaponsation dj stnents shall be ioaguted and
of ected ! oi of monthly changes he Labor
and Nater a nd cas id ifled belov, n accordance with
the procedures specified herein.

(b) Monthly Period

ggsxnsgfgoggncog‘sgigazggt s Zii%e !a e fogar‘gggplonteii

ective this contract unt
e last vessel be del verad unde: the
contra For the pur osc of this Article "aonthly
Ir od* or "aontb 1 g iod involved® shal egg th
rst .a lendar lon h an shall en end 0o
the I g that calendar month; excep that"monthly
etiod" sha nclude tn@ calendar nont of the effective
a*e cgg*rac& d the deli vegg dato of the last
vesse delivered under ~he contract, respectively.
(c) Costs Subject to Conpensation Ad justment
e se of th ticle ele ts o
cost vhac -ii se *ge n%g*ﬁi cost %e h% 283 rzcg
subject to a jnstnon ara ai rect aater al costs, (1)

direit labog costs, and (i ) 75 % of indirect costs; the
remaining of indirect costs are no¢t subject %o
austaoni Ti cozts s h ect to coape%sation a ustaont
er s Article aclu he osts erforaan 2
change orders _or other vork for vhich the co tract gr co s
subject to adjustaent pursuant to the "Changes® ¢ 3uso
pnisnant to other provisions of the cont act. Acco:
:nch contract pric ustaonts sha be priced on * e
is 2& 3 gr an la eri tice ovol of “he b
ao th ant io n parag'aph ) elov. gurposa o
s contrac "direct lator al cos
"indireer cos{s" Shail have the  meani ngs
allouable in accof 2“ vi h SC tion XV o
Procurenent Regulations fect on the
contract.

thg Arned torcgs
ate of ¢th

it 15 days followin the end of each mogthl
crigg, tg gontra or’shagi g to the Governaent 2 X
e*t aed statesent of the costs curred by vessol, os
each vessel under the contract ng that “monthly perio
("no th. sts") and i) a certi ad statement oOf the
tota tiv co ncn red fot vessels under ¢h
cont act :o- e of ogt ve date of the sontract to the en
of that month gzr "total issts" h stateaent o
monthly costs ha siggrata ; ent‘&y th s c* materia
iosta, 3 rect g ts } he :oct costs
ncurred urinq that msonthly parlod or oach vossc .
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t ose + cl onth sts nd
totaf3cos gr ag: vgfchhggelrsincgfteg cos}Z co at
terna is g garaar&g

a 111) of lrt le Payme ts". exiep* that:
b -ncurre costs for material sha also 3nclude the
ull aaounts of all billings rece ved from vendors duri ng
the nonthl{ per od involved, wheth i: T not the Contracto
hai pai e full anount of such b ngs.
Surred cgsts all exclude ie alounli de{g aned
n accor nce t t e contracet grov sions ent in
rgg{aph (a) of Article 6, WINCENTIVE Price
on" s con*ract (ED. note: any iteas fully
orvard price and separately accounted for).

K]
subpéragra gg shafi be su 2%%if%gdsov%gnle;Eevergiic;d}gg
gatenggtg gf such ZOs se Contractor of <the ceritif

! (d) Labor and Material Indices

ddustgents in compen n unt o es i
dirgct n§+ I costg shagf gatéase o%cgg n c.fncggngn ‘52
ex for stee vgssel cont 5act (herein
soaetimes called the teri &ex ) furnished tg he
. Naval Sea Systenms Con-an b the Bnreau :f Labor Statisti is
of the Department of Labori(BLS) . f gurposc of th
cggtrac+. the base aonth fot the uater al Ind x shall be Nay

-
&

2)_Ad ustlents in compensation of count . changes in
eét) gr costs and onP:cgo ne og gi ? rcctgcosts
li sed on n the "Indoxos i

a ght-r me Avera o Honr Ba:n ngs or S loc* Sh as 5
os 6
34

Qe v Pancie g

eel Vessel Cénstruction an eg ons"® (Jun
(herein sometimes called th "La or ndex), furais

e  Naval SQ sSstels Coaman x he Bureau of Labo:

stics o epartaent o Labor (BLS). Por the

purpcse of this cont:act, the base month for the labor Index .

shall be May 1974,

both53’ro:“t§3°-8§€§iyt§2§i§3°1nvo23§a°¥s“%§§5§iia§i“§6 tgt

TV al-
Wk 4 N o
0O 40 c*FH»
M onrten

'\

G

contractor at the end o *hat ng d. coapensation
sdjustaenss pursmant 1o sais Acilcle Snpll be’vased’upon’the
rev!g lonthsytor wgg ﬁ 2 diggs are avaiga e. The
av- ! n os so culat i 3 €0 +¢he
g *he illId te grecc ng nontyli
+he sul s al SQni tnte the Labo:r Mater
ox or the monthly per o nvolved. hen *he BLS Inﬁex
for that @mont g go has been nade ava 1able, t
con cnsat on a sthent for that lonthly gor od shall be
rec u*o he basis of such Ls I ex. an an
add } a% aylent t0 or, repaymen* he Contracto
:c uir l snf rccon atation for that non*hlg geiiod shal
e ze din u

ed
ayaent nn er an on o this contrace unt% suc
gnzunt has been pxid, offset or recouped in full.

t ¢ t b te d
or bctL In g‘ any s ng%§ h’ﬁi%&‘&iggegg goga ata or of
aateriai In ex p ov ous available for that

lont he col nsation ad ju tne t or the Nonthl
3§i consnt on the bas such Final Inde

%‘.‘§u T by sucﬁ‘:.g‘ 53%§e§8n°§o§‘€%l§‘%§n2h§hﬁe§ 3i"sfatl

; ;o Ce (s thereafter
rov
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be reflected in an; in oice(s% tggblitted thereaf‘f: fo
payaent under any rovision © s czntract unti suc
amount has been paid, offset or recoupad full,

clacui&t oThe 1%33 §Ct°t QSh%% icese ’§’Yﬁﬁﬁib¥ ;or
par culat ons shall subiect to
verigication by *ho Governaent.

(e) Computation

(1) The direc lateﬁial costs fsi i cartified
on the statolcnt o lont Y cos*s s a % e nu pli
base lont Materia Index and the pro uct thereof sha
d‘vigz z the uatotial Index for that lon*hl per g
pTov ed hdvever, hat in Tespect of any month perd o&
co!lcn ng after the deliverz e then set for+h n Section
or suc¢ vessel to vered under <+he contrac-, the
above dugt shgll givideg bzothe Material Index for the
sonthl por he aforesaid ntract deilve*g date or by
the Naterial 3n ex for *hat aont g v ever is *he
lesser; prov ed, furthet that t e event tﬁereaftev such
contract very date is’ extended for reasons of Governaent
tes cnsib 1 £y “or excusable K compensation
gnstlent for each onth of suc ixtent*on shall be
recoasputed on “he basis of the Naterial 1Index for such
lonth. The_ result of each computation for each vessel shall
be exprassed in dollars and cents.

23 irect labor costs g us 75% of the indirect
costs cert i itat‘lent monthly costs or each
vessel shall be lu t e base non *h bor Index,
and the product *hﬁro shall div ded th- iibor Index
for that sonthl I gd connencing after * de ve:x ate
*h-n set torth n ect for such vessel to be de ve
ug er the con ract a ove groduct shal be ai v 25
e Trabor T fos thc wop ! ger af oresa
contract do ovcr ate § g h Labsr In fo:
nonth g 4, ichever is the lesser: roviged, urtheg
that he evcnt thereafter such contrac del_vet{ ate s
extend f reasons of GO ernlent responsib li <)
excnsah e de a! thc con ensation adjustaent for each non*
of such exten fon shal e reconpnte on the basis of ¢
Labor Index for such lonth The cesult >2f each conputat*on
for each vessel shall be exp:essed ip dollars and cents .

3 Th ats of the results 2) above or
each(vLsse and the’ancunt of ¢ ggi } 3 giée%t costs for
eac vessel’ certified on *h lonthix s*ata-egt wvhich are not

ubje to adjustaent sh be adde he sum shall
cgnitdtute the "Base Cost" or such vessel for that lon*hly
pericd.

{u Th: E sSe@ COS for eac vesso& for tgi aon+hly perio
invo a fac*o rol the nout y costs o suc
vesse an the :osu < gq ence (plus or  minus

constitute the apount o th. a

nstlent ia con ensatlo
the @sonth x perio § iavolvw gde

each vesso- rov
hovever, that no a justlent n cclponsation shafl

the event that the cunInat ve sum of th Base Costs of

vosscls for preced RONth s exc g t? ceiling pr
hen set o:t in the con ract- prov urt n
t&e event <the Ceilin g Pri ct the: af is ncteas
ustsent in compensation shal for each aonth *ha&
cululgt ve sum O0f the Base C sts of 31 22 ths giecedinq
such sont oes not exceed such increased Ce ng Price.
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(5) The_ amoupt 3! the adjustnin+ in gensat*og fgr
each vesse detern ne ove us or l 1
setc so sﬁ a Sng nlnnta ‘greelent to this contract.

grth the computations upon vhich the
on is based.

{6 E the event <that the alount shown in ag

Snpp egpenta gnont pursuant to bfa:agrapg

! s a l-nns figure, = such amount shall b ucte fron

anI nvoice(s) giesonted for gaylent under any provision of
g fgntract antil such amoun has been >ffsat or recouped

n full.

adjustlant in conpensat

(£) anlent of Compensation Adjustaent

t + a
this § is §§a§!°§2"iaa8‘ mon £h ;"‘ ‘8%3‘"33»: B%io08s
ve: b 4 on o

nformation an calcu ati o s required by
ara tagfs (c{ (d), and (e) above nd ter execution
emental A € t

o t e qreenen* pursuyan subpa aqrag (e)
S ahcvo. and u on snbl ss on os g invoices by <«
ontractor, 3 3 ents ursuig

subpgsegraphs ( ) (2). (d) (3). an cahl
rov ny such paynen errg *he

ex*e t ol the alonnt +ha+ suc fa e t, vhen ed to the
total of all p ents revious e under the cont.act

(other *han payl ts pad ursnan to pasagraphs (b) arnd (d)

of Article 4, “payaent s" wou ld excee amount of

total fosts. pay no +t of such 30 errod asoynt shall be lade
roag ugon su liss-on 9 groper nvoices by <¢he
ontra or v enever such anount o portion of such aamoun<

vhen added %o he total of paysents nade under the
contra J hgr iaf paylents lado u:sna ¢ ¢to para gag
(b) an é ) o e "Payla Ei not xce d
anount o tota costs. very : +the last vesse
ndc: is contract, any :ena ining defs:red paysents for

ggnsation adjustlents shall, 2 subaission "of groger
nv b Eg Contgactor an voggs cation thereof Y *he
Cont:actin; Officer, be proaptly p

(9) Inspection of Records

ontractor shall lain* n and ke availab% fo

.nsgcc‘ion ; the iont iog cor or h aut orize
rep cscntat to snch oo Tacords an
ers othervise red un der s consrace: °¢o 2Be
ntained and ava e to the Governnent ‘or

exal nat on such reco: s, and ers as 5
necessar! { for the ver{fifat on 8f *he 303 cert fie b;
TAaC havo acucrre
cvalua on a su stan<t ition 34 an¥ iongonic on ad ustlent

uested un h Provis ons o le. rors in
5 statolon coOsts an d/or in she con utafion
o co- nsat n ad ustlents s be co rec*e TOmp g
such corrc on shall be ccto he ext vo
subai ttnd a 2 such corisition. ilu:e of the Con*rac¢o:
t0 c¢ g l t oY o of g Sagrag% (9) shaii
constitute :opor : an s for the v th 141 inzuand‘:

the Cont:actor cosplies with provisions of
paragraph to the sat ction of the COnt:actinq officer.)

(h) Disputes

gaylcnts under any i i sion of th cont act unt
sta

cg::s:lgggszczzzgcor§§gég vitgdprovis %:s g augg. "stsputesa
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APPENDIX E
1975 CLAUSE PFORMULA FPOR ESCALATION PAYMENT

Syabecls:
ESE

BL

sgglation

uatnﬁia&

Over

gn eau of Labor Statistics

Baso
Current

A orH O

Foraula:
Bsca%ition payments are computed by the following
Bonthly Bsc. (LNO) = Actual Monthly Costs - Base Costs

-
t, Hhetl.
; Monthly Costs = A
i A = uateriai cisi full actual
, costs, including any contractor
B vithholding fron vendors
B = abor Costs~ Actual paid direct
abor costs
C = Indirect Costs
and, L
Base Costs = D) }%C; (E)(B) + (B)(P)(C) ¢+
D = b / BLSI c; zfor material)
B = BLSI b) / B labor)
P = a fraction e in the con-
tract; (P = is coamonly used)
Bx H
a':%.actual sonthly costs be:
A = JActua onthl
Mater Cost = $ 500,000
{ B = Actua uonthly
2 Labor Ei = $1,000,000
2 C = lctual In rect
" Costs = $ 900,000
- A+B+C = Actual Monthly
- Costs = $2,400,000
And Base Costs bo dotorlined b
- LSI(H) Base Ze:iod 110 = 0.0901
N BLSI(M) Current Perisd 100
- BLSI(L) Base Petiod 100
:. = ----..(-).----- ------ - e o = - e»an = 0.8333

BLSI(L) Cu:rentPeriod 120

-5 =18

B aran

P |
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Then escalation recovery is given by:

T 3 ——— T

Monthly Esc. = gaia gz 3) [ )4£3C; (E) (B) +
hio - o053 a8 o0
= 25 g ooo'- 2,052,823




APPENDIX F
SSN 688 CLASS CLAUSE (CURRENT)

COMPENSATION ADJUSTMENTS (LABOR AND MATERIAL)

(a) General

The contra rices agreed to the rties reflect
the prlce ieve 1ls og* g ase gergods iBZnt§f153 En aragraph
(d) below. It is ant c he contractor s actual
costs nma ro- e levels of the base periods i
the %rt es es re tg gi de for adjustment to conpensat
to reflect such variationms. Hovever, regardless
actual variations the costf gerienced during the er-od
of performance ustments in nsa*isn becauge of such
variations shall e conguted and ef ected in accordance with
& the fprocedures specifie herein.

g t te vide agraph (e

[ adju tnegggegn gg.hgggég : r gii %d d arr spgct(ok éi%ﬁ
- in ividual vessel or eac nont i conlincing Januar
- 198 an en ng the lonthly per od the actua
[ del he 1as vessel to et ﬁgd under the
! contra occn or the nonthly n he "post
- Delivery Date" (see paragr (a) ( belov of the last
- vessel occnrs, vh ihevor 1s la er. Por_ the ggrgos: of this
: clause, “"gon+t U "sonthly pe avolvedn
shall mean the contrac or's nornal accoun*ing month.

: claugz 1srha fgﬁgit Deliv§r{eba* htfos’the.guggose gg tg g

Chme a4

contract delivery date of appgicable vessel set forth in
Section H, "Deliveries or Perforlance"

(b) Ericing of Changes

. (1) The costs iubgect to adj ustnent ander this clanse
. ncludo tge costs o rfornince han es or oth eltaoie

whic the contract ubjact *o equ
ustnent rsuant to the "changes" claus { ursu nt ¢o
5 or provy ons o contract. Accord ;l oga%%g

gstlonts +0 the contract price Shali
s s of actnal and/oi ggo jec te rect nater al costs.
it labor cos*s n costs de-aescalated to price
eve 5f the base ger ods identified in peragraph (d)
balov. he n thod (] de-escal%*zon shai thé same as
t set forth paragraph (e) for deteram ninq conpensation
a uastaents and base costs.

‘é he!gcths svgntcind +0 *he _exten* Egit vork authoriz ad

01 ause results oTr W result in cos<s
n curre th respect *> a vessel afte the mnon+hl
per-c coll nci coguent to the Post Del ver; Date o

i so case 2 last vessel to DHe

1 voro tho IS ger io0d 30||enc ny subsequent %o *the

act ivery ato such ate occufs af+ér the Post

Dol vor; Dato he oguitabln adjustaent for, such change

ke account uch costs a heir estila*od ac*ual

va n!és ra*h t e base er od value( vided

{ag ap é L l So he costs i c ua n_the

orea oq e A ustltnt(s) shal usted %o
procln payaen: of any cos abursed nnder th s clause,

(c) Cost Subject to Compensation Adjus-aen*
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1), For the ose of this clause, e .otal allowable
costé )Ln % ig ing cate or%es shalg subject *o
monthly conpensatlon adjustnen

lected b t
® {elEi empiotes Banetis
S:aze and Federal Horknen's Compensation

indirect costs)

3 nen loyment COnpensatron
6 ec* cos
4 isabil (1nd1rect costs i
S Pedgr %{ ugndated National Heal*h Program
re cost
6 éegeral uanda ed changes to hours of vork
per week or g and " changes to the pa

ment of over ine (ind irect and direct cost s)

b Selec*ed energy costs (indirect cos+ts)
1 Blectricity
2 Puyel oi
1& unker {No. 6)
é L Diesel 260 (No. 2 by gallon and druam)
4 Coal
c One h red percent of the iaputed cost of
£ es ca tal (indiregt costs)
d g er ent of ndzrect ¢costs other than
t cos s -n (c) (1 a. and c above
e One hundred percent o ec% labor costs
f One hundred percent of direct material costs

with‘zespgé%h%g ggcga!nd9 23 ihseggglzf.33Chong%§g%grpe§iii

subait to the Governaen* (i) a cert statement of
costs incurred for th + vesse during that nonthlg period
(monthly cos+s) and a certified stateament of the total

cuaulati ve cosls incurred for that vessel from *he effective
date of the contract to the end of that uonthlx period
(total i s& The statement of onth cost shall
separately den*ify the direct amateria cost *he direct
la or costs and the indirect costs. ith respect to
indirect cos*s, the statement of monthly costs shall state
separat ly fron all other indirect costs (i) the monthly
ncur sg lected employee benefit costs of the tgge
dent ed in paraqragh (c)(1)a above, (ii) the mont

S aETas ":c,“(“b bove.” §i of the ¢ Ye i“&%ééféggt 3

a a e n ]

aci itges 1L allocate to the vessel i gnvo lved and
(iv) the n ive percent 5¢f indirect costs subjec* *o

conpensation ad ustnent.

hl lected 1 beng£i+ t *h
vessclrg ve iig be ghee'g 3&25 ob%g‘nei gzsnﬁlt ; p§
e tota se ecte elp oyee benefit Costs h

e identiti -3 ga ph & ;a agove g asount of
verhea o i exc §ute cogt of
faci t;os ca ocated to eac vesse X gr he lonthly

nvolv and the product sha 1 v yard-

2 ioi ove heed g g exlcud hg guted cost of

tac 1 t ei cap tal, or t e sont hly period nvo The

aonth ncurred sc ecte energ! costs for vessel

involv shall gro duct ained b uulti th

pailiilio ear, ety Sogtay, Sonte 8 ety TS fegd
olfars? g c{uhfnq the inpuled cost of fac ties ca f
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llocated to ea of the amonthl eriod involved angd

% e £t Suct sgaf¥ g 5 g +he to!af yarg-wgde eneral
over d dollars, exc u zng imputed cost of facilities,
for the monthly period invo ved.

(3) For the prupose of this clause:

a) "Direct natei at costs", "direct labor gosts" ?
"indirect costs" 1 tave the’meanin .set for+h in Section
XV o the Defense Acquisztion Requlation in effect on the
effective date of this ccr<tract.

b<

Snthlx sosts" fi "toial costs" shalﬁ include onlg

"1ncurre costs "allowable costs as those terms ar
efined in paragra Ja) 1ii) of ¢th2 <clause entitled

“Pa lents" exce t at incurred costs" for material shall

include the fu 1 amounts of  all bllllngs received from
vendors during +he nonthly perxod involve *rresgective of
vhether <¢the contractor ai the full amoun such
billings. Purther, on s contract, the imputed cost of
factlz ies capital shall be treated as an "incurred indirect
cost",

L The costf ldentzfied in thls ara ra
ject to aud nspection by *he CO
-n accordance v tz rov sions set forth
of the clause ent tled Payments",

(d) Cost Indices

1 elected e ee be afits ¢ ensation d u tments
shalf Le ase on cgg g ghe non*gfg erage y cost
of these benefi:s, f non* 1nvolved, e aveiage
hourly cost of he benef ts 1sted n (c)(1)a above shal
de*eriined by iv ding the tota costs recorded (including
adjustments mad e at he end of the accounting year
inCluded in <he calculatzons for the month of December
the contractor's accounts for the ét;ns listed in (c (1)a
above { the total of direct and indirect 1labor ours
charged %o all produc* lines and “o plant under comnstruction
accounts and _theé result shall ba carried to the same pumber
of decimal places as the ipdex value for the base period as
shown in paragraph (d) (8) below.

2 ted *s ¢ ti d tment
be bgsLng%egh: fggigglnc?s s compensation adjustments shall

Blectrici+y and fug il compensa+ 10& ad ustments
shall be based on chan n *he averaqe month i.p * values
of those costs. Mont g values for =2lec?® r*clty costs
and fuel oil costs liste in (c)(1)b abova shall be computed
bI dividing ‘he “otal usage amount of each such energy cost
epent duri g that monthl period for the con-ractor s
entire yard into the total purchase c9s* billed to *he
contractor for the total usage amount of each such energy
cost elelent nd the result shall be carried to the sane
nun?es decimal places as the ndex values for ¢the base
S as shcvn in pa:agrap éd)( below. Average nonthlg
i&u are tg ces or computing electficity_ an
fuel ° conpensat on adjustments under pafagraph (e’ below.

h L shall be
¢racting Officer
in paragraph (h)

P
n

{b) Cok d coat congensa Sn ad us‘nen *s. undar
garagrgph i elow s ali hanges in <¢he
olléwin vho esal g ces publ shed mon€hly by the
Bureay of Labor Stat Coke shall bhe based on
Code 052, Coke (Pound ry By-product), and coal on Code 051

Coal.
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indirect costs other than irect cos s 1n (¢) and
c abcves and direct labor osts shall be based on cﬁan es in
the "Indi ce of c angg tra* ht- % Avera ourl
Barnings or Se ect yards *ee Vesse

Construc+tion and All Reg ons“ égegtenber 1980 = 100{ (herein
sometimes called the "Labor I furnished % he Naval
Sea Systeas Ccmmand by the BLS.

Adjystments in oape sation uuder a raph )
beloé )for 32 nat eriai g s shall gaggg ag éhL
changes in the "Index for Steel Vessel -ontrac*s" {1967
100) (herein sometimes called ¢the "Mater{al
fu-nished to the Naval Sea Systegs Ccmamand by the BLS.

the Antﬁiythe °v§ 3 © %30 vgd °fa§§e 3 ;Eé:iag indices fgr

contractor a+ *he close of that month K p conpensation
adjustments pursuant to this clause shall be Sased upon the
averg ge of aonthly changes zn the agp}lc able indices for_the
grev ous four (4) months for ndices are available .
average of changes so ca;culated shall be added to the
applicable index for the immediately reced; ng aon*hly
pericd and the, sum shall constltutue t gd x for +the
monthly period_involved. When the appllcable ex for -he
monthly period_ involved has Seen PRads avail <h he
compensation adjustment for that aonthly eriod shali
recomputed on the basis of such index, and any additiona
payment to or _repayment b the contractor requlred suc
reconputatiov for t at monthly period shall be reflacted i
any nv01ce§sL thereafter subait ted for payment under any
provision o is contract until such amoant has been paiad,
offset or recouped in full.

he event that of ,the ecified indice

any ;ase ; 3 or any nontﬁf¥ perzoﬁ ig ers roa E fa§
rev1ouslz avai bl 2r hat™ per +he compens --on
adjustnen for +he applicalble nonthly period(s) shall be
recongute on the basis of such réevi sed index and any
addi onal payaent <o oI repayment by ¢the cont actor
required such regoaputatlon for that monthly eriod (s)
shall be re flected in arny invoi ce s submitted thereafter
for Fayment under any prov ision his con*ract until such
amount has been paid, offset or recouped in full.

The  contractor shal be respgnsible or the
calcél&tions invoi nq th &ice provgded %or gn thgs
paraggy calculatzons shall be subject +¢o
Perliic ion by *ha Governueut.

8 or _*he ur o e of co t ti
adju(tLe under ihg P ause thgpu lgiow compggga tgg
applicable base ndex va {ues (subject to adjustment
as specified in paragraph (d) (6) above):

Base Index

Dascription Period Value
Selected elplcyee benefits costs 1980 " s/hour

lected costs:
Se °i ctclel 1980 §.04118 /KN
. Sep 1980 §. 0119 / a}.
gesa§ § %) Sep 1980 §,.9068 /§a .
Diese luo. , drum) Sep 1980 $80.44 /55gal.
Ccke Sep 1980 430.6
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Ccal Sep 1980 472.1

gkl sitisiencapiey

ﬁ er th
Dy
c“3%§$ff ggstSirgct l % co s% Sep 1980 100.0
Direct material cost Sep 1980 275.9
* t ter-
Igggg valge fginselected eugégzee be&efi cos&s is_deter

. -y

he base total selected employee
bene 1t costs bg the base Iear total labor hours (difect
and indirect) charged to all product lines and to Plant
Under Construction accounts.

(e) Computation of Compensation Adjustment and Base Cost

' 1 ) 4 th se of 0] *i +

‘ adjuét%ents ggder ethigur quse ¢ !giioagng con 8%33{332

g shall be used for all the iegorles of cost”™ specified in
paragraph (c) (1). !

. a For each nonthl geiiod connencing ggzor o th Post
- Delivery Date of a he moun gl ca le
& %tegorx of cost or such vessel cer *he S az
g hntdl

by e

ti
costs for that monthly perxog =ha be aul<*
Y ference betveen the value o the agpl-cab e ndex
. for that monthl { per od and the resul e compensation
¥ adjustment for he ~ategorg os¢+, shall be
;x fessed to the nearest dollar. e calculat-on is as
ollcws:

Current Base Current
-. Mont h -- Period X uonth
1 Index Index Co = COlpeasation
3 . Current Month Index ustment

or ea monthl e Lod conn subsequent *o
the Post fgverg Dgzepog vesse ag{fii prgorq t0 “he
ost or actual elivery date o vessel to De
elivered under *he contract (wh chever date is later), the
value of the apg icable index for <¢he monthly gericd of the
Post Deliver ate of the vesse]l 4involved of value of
the applicalble ndex for the nonthly eriod involved,
vhichever value is the lesser, shall be e value used in
the conputa+1on in (e) (1)a above as the .urrent Month Index
to calculate *the compensation ad justaent.

In the event and to the extent that the contract
delivery date for a vessel is bsequentl; extended for -
reascns. of governanet responsxbzlitz or ‘excusable delayz the
Post Delivery Date for_ such vesse be deemed " *o be
ex*ended on a day-for-day basis and a result, the
post_De iverI Date s exténded Dbeyond Ghe monthly er1 (s%
involy recomputed on the f 3 of the %u o
the applicable index for the monthly perisd (s) involve

&
gost 52’mgh'°ﬁ"ﬂl.2§’“8u-°Sg"“ﬁi"g 135059985351 £9 “Be
ivered gn er *“he contfact, hichever dJdate :s the la*er.
there shall be no compensation adjustaent.

r r the urpose of computing Base Cost, the

go%%gvigg 5 lon¢g§ geri cossencin T or to the ost or

ual ivery zt gdt last gesg i e degivered
I cgg*ract. chov T date is

colpenslt on ad justaents coupute ander (e) (1) above for all

IR AAE
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£ t
gtg c%ea gonc%gtalfggnt y cgggse%oghg%éh egsggfaior t a*
nonthly period.

13& No adgustuont in compensation under this glause
shal e mad or any monthly period for any vessel
event that the cunulativn sum of _the Ba Costs for all
zsg 2 precedlng a9 nt 1{ per o ds exceeds
ng Price t en set forth 1n this contract; provzdeg
urther, that in_the event +he Ce 1in% Price tﬁereafter s
ncreased by modificat ion o th 1s con ract, djustment in
compensation _under this ause shall be nade for each
monthly perzod that the cumuégt ve sum of the Base Costs for
all vessels for 1 receding monthly periods does no<¢
exceed such increased Celllng Pt ice.

L 3 &nount f the da stnent in Tgensa*io

each _individual vesse deternified as above or minu
shall be set forth separately ‘n a Supglenental Agreenent to
+this contract, which also Shall set rth the cqomputation
upon which each adjustment in compensa+ on is based.

f g the event thut any gnount shown
gp eaental Agreenment suant to su pa:agrag (e)(ui
ect *+0 a vesse nus suc oun< shall be
dedugted from any invo ce(s) resentea for gagnent under an
provision of this contract until such amoun as been offse
or recouped in full.

f + 0o o +tisn Ad ¢t
anouétg o%aygggpensgt -pgﬁgastnent E“Ee'a“

Fisense of

is ¢
be lade or each vessei ol the 51s ot monthly per ods.
Excer 2 grov ided n subp aﬁa fag éf)(3) belo
conpensat on a gustnent pa ments sha e nmade provisionally
on a biweekly as s as se forth in (£) (2) below a
djusted on a s=month ly basis as set gorth (fl(1 Eelow.
Pof the purpose of this paragraph ( a week Y is
the contractor's normal accounting vee v and a veekly

pericd is two consecutive weekly periods.

{1) After execut of the glenintal Agreaaen*
Pursvant to subpgragra (e)(u), of ause -i respect
of a monthl 1 per upon subnission of proper nvoices.
the contraczor i ga d or there shall be ded ucted for
each vessel -he amount se= forth in such Supg eltntal
Agreement less the sum of <“he amounts of the provisional

conponsation ad justaents paid or pay able on account of such
vessel guriuant *o (f;(g) be%ow for iveekly per ods. r_any

veek peri in the nou* er od *o
whzch the Snpglenental Agreonant ap liei Each Sug len*al
Agreement set for+h a veek s on
compensation adjustment amount for each sse

urpose of nakin ggovisxona% 5 ensat on ustne
s aragra (£) belov for 1vee

aynegts gu suant t
ger o n ni fter execut on o such iu enevta
reesent until th e nex* Supplelontal Agreement xecuted
The tiweekly p:ovisional coapansation 3id ustnent amount for
each vesse i all determined by dividing alount of
the genza‘ on ad nstlont for the lon‘glx per od nvo%ved

set or n_ the Sidpple !entai A reenent each vesse

*he nulber of wookl o: od n he nonthlg goriod to vhic
*ha Sngg ental lg oenont appl es. The ent shall then
g ¥vo and 5 roduct shall be the biwveekly
prov s{o a COI ensation adjustaent amount.
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of p{o&é*u‘és 88,0580 n‘t’%:%%o%YsReﬁ B¢ 3891 SaPasessal
vessel “he b}wee K provisiona coapensation
justnent set forth in the most recently executed

Supplelentel Agreesent,

An ayment under (£) (1 or above shall be
deferred to’*g ’ex*en nt ( L( Lnount ok(such paynent when
added to  the total of e payaents grevzously pa d ]
gayetle with respect to such vessel under ¢th clause an
*the "“Payaents" clause other faynents aa pursuant %o
aragraph (gi of the -en*s" clause), would exceed the
ota cost igitations v ich are then a pl gab e to that
vessel under the terms of paragraphs (a)

4) of the "Payments®" clause. =rre aynenﬁs
compensation adjustments shall be pazd apon subn*sszon of
subsequent znvoices cer+ified by the contractor on ¢the
relatéd invoice *o fhave been incurted by i+ in perfornance
of wcrk on such vessel, whenaver such payaent, when added *o
“he total of all pa lents previously maie with respect to

such vessel under clause and "the "Payments" clause
‘o*her than pavyaents lade uyrsuyant to paragraph (g{ of the
y sents® clause) vould no% exceed al cost

iicable to that vessal under
(3) and (4) of the

lln{ta+ions which are +hen a
cvabie cos (as that term is

the termas of ragrag o (a)(lg

"Pa uentf cla se ) e al
ned n i ause). 3: the 1ase of the monthl
er;od ut ng vh the last eli vered vessel is ac+uall
elivered relaining defe red paynents for coapensation
adjustuen€ sh upon zsion of proper invoices by the
con tractor an npon verificet thereof by the Contracting
Officer, be proaptly paid.

(4) The Government agrees thg ang f uest for agproval
to amake prog:ess payaent$ more re nt than once ever
tvo ueeks include a request or similar app:oval o
more afe uent compensation = adjustment payments. g
aggiov y coqg zant Goveenneni author t{ this gtovis on

ifi accord n out onal
conside:aticn by the Contractor the Gavernnent for such
modifications.

3) Separate Reiambursement. _No adjustaent, shall be
in thé Tardet COst Ta' e* ?-afit, TArge* Préce or Cei g
Price on_ accou ds dounv rds ustnents
conpensa*ion na e ac or ence v garagrap ée
clause, nd ence sa adjustnents e separately
eg outi de the ifcentive rice revision formula
Z fo n the clause hereof entitled "Incentive Price
sion (Firm Target)"™.

Dispute dispute ari der *his
shali ke ie erlined 1n“ch gance wi gq 3 suh ect g%a ﬁ
provisions of the " ispu*es" clause of the contract.
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